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Preface 


W elcome to this Intro¬ 
duction to Business 
course! This course 
can have a major impact on your 
career direction and future success 
regardless of whether you major in 
business, the sciences, or the lib¬ 
eral arts. Whatever your major may 
be, you are likely to end up pursu¬ 
ing a career in a business setting. 
For example, if you major in sci¬ 
ence, you may work for a biotech¬ 
nology firm and can benefit from 
an understanding of business con¬ 
cepts such as managing an organi¬ 
zation, working with employees, 
and managing employees. If you 
select journalism as a major, you 
may work for a media or publish¬ 


ing firm and, therefore, can benefit 
from an understanding of business 
concepts such as providing a prod¬ 
uct desired by consumers. Busi¬ 
ness concepts such as creating 
ideas, leadership, teamwork, and 
quality control are relevant to 
almost everyone, no matter what 
career is chosen. 

An Introduction to Business 
course provides the foundation of 
business knowledge that can en¬ 
able you to utilize your talents in 
the business world. It also provides 
you with an overview of many dif¬ 
ferent business topics, allowing 
you to determine the specific field 
of business (management, market¬ 
ing, etc.) you would like to pursue. 
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PREFACE 


What Makes This Text Unique? 


Approach and Focus 

► Focus on a business plan and decision making 

► Focus on key concepts 

New and Enhanced Content 

► All updated content 

► Expanded coverage of topics 

► New Decision Making feature 

Engaging Pedagogy 

► Value-added student tutorials 

► Small business applications 

► Valuation emphasis 

► Practical applications and team-building exercises 

► Focus on learning skills endorsed by AACSB and SCANS 

► Reinforcement of key concepts 

Students Supplements Package 

► Xtra! 

► Website 


Approach and Focus 


Focus on a Business Plan and Decision Making 

This new edition focuses on the managerial perspective of running a busi¬ 
ness so that you are constantly put in the position of experiencing the 
dilemmas and tradeoffs involved with decision making. The first chapter 
provides a brief overview of business planning for all functions of a busi¬ 
ness. This overview serves as an outline for the text. In each chapter, the 
key concepts are applied to a business so that you will recognize how the 
concepts are used to make business decisions. 

Each part of the text represents a key component of the business plan. 
Part 1 explains the key functions of a business, the ethical and social re¬ 
sponsibilities of a business, and its exposure to the economic and global 
environment. Part II describes how the business determines its form of or¬ 
ganization and its business plan. Parts III and IV focus on the management 
of a business, while Part V focuses on marketing, and Part VI explains the 
financial management of the business. 

Focus on Key Concepts 

This textbook will prepare you for the business world by focusing 
on business concepts, without dwelling on definitions. Its application of 
business concepts to decision making allows you to appreciate the dilem¬ 
mas faced by businesses. Some of the key business concepts include the 
following: 
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► How the objectives of a firm's managers may conflict with those of its 
stockholders. 

► How a firm's executives frequently face ethical dilemmas. 

► How a firm's decision to expand may be dependent on economic 
conditions. 

► How a firm's decision to expand overseas may depend on the foreign 
competition. 

► How compensation schemes to motivate managers sometimes backfire. 

► How a firm's product quality can be measured through feedback from 
customers. 

► How a firm can use the Internet to improve its marketing. 

► How a firm's financing decisions can affect its risk. 

► How the decisions made within the various departments of a business 
are integrated. 


New and Enhanced Content 


All Updated Content 

The text has been completely revised and designed to emphasize events 
and technology changes that have had a major impact on businesses over 
the past year. More attention is given to business ethics as a result of the 
Enron and WorldCom scandals and reports that some executives have mis¬ 
led employees and stockholders about the financial condition of their 
firms. This text covers the responsibilities of firms to their employees and 
stockholders and emphasizes the recent conflicts between executives and 
the stockholders of some firms. It also explains the controls that firms 
should establish to ensure that executives behave in a manner that serves 
the firm's employees and stockholders rather than themselves. 

Expanded Coverage of Topics 

The following business concepts have become more crucial to the success 
of a business over time and, therefore, are given extra attention in this new 
edition: 

► E-commerce 

► E-marketing 

► Conflicts of interest between managers and subordinates and strategies 
to resolve those conflicts 

► Entrepreneurship 

► Supply chain management 

► The merging of Internet businesses with traditional businesses 

► The euro 

This edition provides comprehensive treatment of key business topics 
while also addressing exciting, current topics. Every effort has been made 
to create a balance by providing enough coverage of important concepts 
without overburdening you with information that is covered in subse¬ 
quent business courses. 
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New Decision Making Feature 

This edition includes a new feature called Decision Making. Each chapter in¬ 
troduces a specific firm that must make decisions related to the material in 
the chapter. Then at the end of each section of the chapter, the Decision 
Making feature illustrates how that firm makes decisions related to the key 
concept described in that section. At the end of the chapter, the firm's de¬ 
cisions regarding the key concepts in the chapter are summarized to illus¬ 
trate how they are related. 


Engaging Pedagogy 


This new edition of the text includes many features designed specifically to 
help you retain the information you will be learning. Studies show that 
learning new concepts in different ways is the best way to retain what you 
have learned. With this in mind, the following elements have been in¬ 
cluded in every chapter of the text to help every student retain the con¬ 
cepts covered. 

Value-Added Student Tutorials 

In-Text Study Guide 

The In-Text Study Guide serves as a study guide without the additional cost. Seg¬ 
ments focus on test preparation, with at least 10 true/false and 25 multiple- 
choice questions per chapter. Answers to these questions, along with 
references to the pages where the answers can be found, are provided in 
Appendix C of the text. 

Self-Scoring Exercises 

Self-Scoring Exercises are provided throughout the text to prepare students 
for the business world. These exercises allow students to discover their own 
strengths and weaknesses when making business decisions. 

Small Business Applications 

Continuing Example of College Health Club 

College Health Club presents dilemmas faced by the owner, Sue Kramer, a 
young entrepreneur. Students can put themselves in Sue's position and 
figure out how they would resolve the various dilemmas she encounters 
when managing her small business. Students' problem-solving skills and 
critical thinking abilities are strengthened as they learn some of the chal¬ 
lenges and potential rewards of owning a small business. College Health Club 
also increases the relevance of chapter material by demonstrating how 
concepts discussed in each chapter are applied to making real-world busi¬ 
ness decisions. 

It's Your Decision 

This end-of-chapter exercise gives students an opportunity to provide their 
opinions and advice on how the small business, College Health Club (dis¬ 
cussed in every chapter), should be managed. Questions prompt the stu¬ 
dents to make managerial decisions for College Health Club involving 
issues discussed in the chapter. 
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Small Business Survey 

Small Business Survey provides a reality-based picture of small business 
decision making. The surveys cover various topics, including the typical 
background of board members and how CEOs of small businesses use their 
time to manage employees. 

Campus.com 

Students are put in the position of owners of a small business called 
Campus.com, which sells information about college campuses to prospective 
students over the Internet. They are asked to make decisions about how to 
apply business concepts covered within each part of the text. By the end of 
the semester, they will have completed a business plan for this small busi¬ 
ness. Students can utilize the Business Plan templates found in Xtra! to build 
their business plan. This project offers students the opportunity to work in 
teams and to develop their communication skills by sharing their ideas 
with their team or with the class. 

Running Your Own Business 

An alternative business plan project is the Running Your Own Business proj¬ 
ect. Students are allowed to create their own business idea. At the end of 
each part of the text, students are guided step-by-step through issues and 
decisions they would face in running their own business. They develop a 
business plan as they go through the chapters of the text. At the end of the 
school term, students can convert their accumulated answers into a formal 
business plan. Students can utilize the accompanying Business Plan found 
in Xtra! to build their business plan. This exercise also enables students to 
improve their writing and speaking skills as they learn to communicate 
their ideas. 

Business Plan 

Business Plan templates both the Campus.com and Running Your Own Business 
end-of-part projects can be found in Xtra!. These templates provide pre¬ 
designed documents that students can fill in as they complete their busi¬ 
ness plans for these projects. 

Cases 

Short cases present real-world scenarios for students to analyze and make 
decisions about the direction of a business. The cases cover businesses such 
as Ben & Jerry's and Yahoo! 

End-of-Chapter Video Cases 

Video cases at the end of each chapter bring a real business into the class¬ 
room. Students can discuss the situation faced by the business and analyze 
the results of the action the business decided to take. 

End-of-Part Integrative Video Cases 

Two end-of-part integrative video case illustrates how key concepts of chapters 
within each part are integrated. The end-of-part exercises that accompany 
these videos help students "pull it all together." These video cases are also 
available digitized Xtra! so that students can view them in or out of class. 

Valuation Emphasis 

Dell's Secret to Success 

Dell's Secret to Success at the end of each chapter enables students to recog¬ 
nize how a real firm's business decisions affect its value, and therefore 
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affect the return to its shareholders. Specific questions challenge students 
to learn firsthand how Dell relies on key business concepts covered in 
this text. 

The Stock Market Game 

This end-of-part feature puts students in the position of shareholders. Each 
student selects a stock in which he or she would like to invest, tracks the 
firm's stock price throughout the school term, and investigates how that 
firm manages its business operations. Students learn how to retrieve the 
annual report of their firm and find news stories about it. This exercise can 
be done individually or in teams. It allows students to 

► witness how a firm's value is affected by its decisions; 

► monitor the change in the stock's price over the school term so that 
they can determine which stock performs the best over the term; 
and 

► develop analytical and communication skills by explaining the rela¬ 
tionship between the firm's decisions and the stock's value over the 
semester. 

See page 30 at the end of Chapter f for an introduction to the Stock Mar¬ 
ket Game and instructions to get started. 

Investing in a Business 

This end-of-chapter feature sends students to the websites of real compa¬ 
nies to research and answer questions about how the chapter concepts can 
affect the firm's business. This exercise shows students how they can learn 
more about a firm by exploring its website. Xtra! includes a flash presenta¬ 
tion, which guides students through this exercise by using Krispy Kreme 
as an example and demonstrating where information can be found on that 
company's website. 

Practical, Real-World Applications 
and Team-Building Exercises 
Your Career in Business 

Each part of the text concludes with a section that helps students better un¬ 
derstand various business majors and professions and think about the ca¬ 
reer they might pursue. Through these sections, students will learn about 
various business majors offered by colleges and universities that relate di¬ 
rectly to each part. They will also become familiar with the primary em¬ 
phasis of the courses that are required for each business major. Students 
will also learn about the various careers that they can pursue depending 
on their particular major, including a job description and the salary range. 

In addition, a new Careers Prologue offers practical advice to help stu¬ 
dents get the most our of their college courses, choose a career, and apply 
for a job. It includes information on where to look for jobs, tips on how to 
create a resume, and advice on how to prepare for a job interview. 

Cross Functional Teamwork 

Cross Functional Teamwork boxes explain the need for managers of different 
functional areas to make decisions as a team in order to increase a firm's 
value. These features illustrate to students how and why various areas 
need to work together. 
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Global Business 

Global Business boxes in each chapter show how global realities affect every 
area of business. The features emphasize how decisions to pursue interna¬ 
tional opportunities can enhance a firm's value. 

Focus on Learning Skills Endorsed by AACSB and SCANS 

This text offers several features and exercises that allow students to build 
the learning skills that are endorsed by the American Association of Colle¬ 
giate Schools of Business (AACSB) and by the Secretary's Commission on 
Achieving Necessary Skills (SCANS). In particular, this text emphasizes the 
development of four skills: 

► Decision making and planning 

► Teamwork 

► Technology 

► Communication 

Decision making is emphasized in every chapter and is the focus of the new 
Decision Making feature. Teamwork is emphasized in the Cross Functional 
Teamwork feature. The role of technology in business is discussed in every 
chapter, and an updated technology appendix describes new technological 
developments and their impact on business. 

All four of the skills are emphasized in the exercises. For example, stu¬ 
dents are challenged to be creative by forming their own business idea. The 
cases and other end-of-chapter exercises frequently put students in posi¬ 
tions where they must make business decisions. Various exercises allow 
teams so that students can work together to resolve business dilemmas. 
Some of the exercises require students to communicate their views 
through a written report or a presentation. 

Reinforcement of Key Concepts 

Many of the features just described reinforce the key concepts in each 
chapter. This leads to better understanding on the part of the student. In 
turn, instructors have more flexibility to focus on current events and class 
discussions. 

To illustrate how this text can ensure a clear understanding through re¬ 
inforcement, consider the concept of making a decision on how to promote 
a product, which is discussed in Chapter 14. The Small Business Survey fea¬ 
ture in that chapter discusses the opinions of small business owners about 
the skills that are necessary to be successful in sales. The Global Business fea¬ 
ture in that chapter examines the decisions the health club owner must 
make as she considers various strategies to promote its services. The Invest¬ 
ing in a Business exercise in that chapter asks students to determine how the 
firm that they decided to invest in at the beginning of the term promotes 
its products. The Case in that chapter illustrates the decisions involved in 
promoting a product on a website. The Video Case illustrates promotion 
strategies for Oxygen. The Dell's Secret to Success feature in that chapter 
explains Dell's promotion strategy. Finally, the In-Text Study Guide in that 
chapter allows students to test their understanding of promotion strategies. 
Students are consistently empowered to make decisions as if they were 
managers of a firm. 

Every key concept in the text can be reinforced with one or more of 
the text features just described. Thus, instructors have a variety of features 
available to them and may choose to emphasize different features to rein¬ 
force each concept. 
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Student Supplements Package 


Xtra! 

Designed as an electronic student tutorial, Xtra! include the digitized Video 
Cases, self-assessment quiz questions. Flashcards with key terms from each 
chapter, a PowerPoint® presentation, Business Company and Resource 
Center infomarks and questions, and the Business Plan templates tied to 
both the Campus.com and Running Your Own Business in as they complete 
their business plans for these projects. 

Website 

A text support website at http://madura.swlearning.com offers many 
resources for both instructors and students. Instructors can access down¬ 
loadable supplement materials, while students can access interactive 
quizzes, chapter links, career-related links, and updated information for 
the Dell Annual Report Project. 
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Career Prologue 


W elcome to your Intro¬ 
duction to Business 
class! This course will 
provide you with the basics of 
business that everyone should 
know. It may also increase your 
desire to take future business 
courses. But even if you decide 
not to be a business major, this 
course can help you better un¬ 
derstand the economic environ¬ 
ment, the way companies work, 
and the kinds of decisions man¬ 
agers make. You will also be ex¬ 
posed to a wide range of real- 
world examples of how small 
business owners operate their 
companies. 

This prologue is designed to 
help you organize your thoughts 


about how to conduct yourself 
to maximize your success both 
in college and in your career. 
Accordingly, it is divided into 
three parts: 




How to make the most of this 
course 

How to apply this course to 
your career 

How to maximize your chances 
of success in your career 


Topics discussed include time 
management for college stu¬ 
dents, choosing a particular busi¬ 
ness major, the kinds of jobs 
that are available for various 
business majors, selecting a 
career, and pursuing a job after 
graduation. 


xxxiii 
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How to Make the Most of This Course 


You may wonder how you can use this course to prepare for your future. Even 
if you do not get a job in the business world, you can apply the concepts in this 
book to many different areas of your life. You can use human resource man¬ 
agement techniques to improve your relationships with your coworkers and 
friends. You can use marketing concepts to promote yourself in your workplace. 
You can use finance concepts to maximize your retirement funds. You can use 
accounting techniques to budget your personal finances. Thus, you can apply 
the knowledge you acquire in this class to improve your life in many ways. Even 
if you are returning to school after working in the business world, there is still 
more to learn about the diverse business disciplines. 

How can you optimize your chances for success in this course? Several con¬ 
cepts in this course can be applied to enhance your college career. They include 
time management, organization and professional behavior. 


Manage Your Time 

Do you often turn in course assignments late, or cram for exams at the last 
minute? If so, your time management skills may not be as strong as they should 
be to be successful in college. In the business world, you will be expected to or¬ 
ganize your time efficiently and to finish projects before the deadline. College 
differs from high school in that it is necessary to budget your time more care¬ 
fully. You can use many techniques to manage your time effectively. 

If you have a weakness in time management, you can begin to correct the 
deficiency by appraising what you do on a day-to-day basis. Often, people do 
not realize how much time they waste. To reduce the amount of time that 
you spend on activities, do a self-assessment of a typical day in your life. What 
time do you typically wake up in the morning? How much time do you spend 
on the Internet? Do you spend a great deal of time watching television? If you 
are honest with yourself, you will most likely identify many ways that you can 
spend your time more efficiently so that you are able to complete assignments 
on time, study for exams in an effective manner, and still participate in other 
activities. 

Regardless of your major, your decisions about how you use your time will 
largely determine how successful you will be. If you accept a job in the business 
world, you will be expected to follow behavioral norms that will affect your 
chances for success and promotion. Therefore, you should use your college ex¬ 
perience to develop the skills you will need on the job after your graduate. 

Create and Stick to a Schedule 

Many students do not schedule their time effectively. They procrastinate and 
end up cramming when exam time arrives. They could avoid this last-minute 
panic by simply establishing a study schedule and sticking to it. Ideally, you 
should avoid deadline-based scheduling, where you do work only when it is re¬ 
quired in the near future. Scheduling is very relevant to the business world, 
where you will have to collect, interpret, and organize information in advance 
of deadlines in order to make professional presentations. You should work on 
maintaining a schedule now so that you will be accustomed to doing so when 
you get a job. 

Be on Time 

Many college students view time casually and walk into the classroom after the 
class has started. This reflects poorly on the student and often results in poor 
performance due to the material missed. In the business world, you will have to 
be at meetings and conferences on time or risk losing your job. Most managers 




CAREER PROLOGUE XXXV 


consider being late to work unprofessional and undesirable. While you are in 
college, establish a routine of arriving at class on time so that you will not have 
to adjust to being on time at work. You also will get more out of your classes if 
you get there on time. 


Organize Your Materials 

Businesspeople and students run into problems simply because of disor¬ 
ganization. It is important that you establish a method of organizing notes 
and handouts now so that you will be prepared to do so in the future. You 
can easily set up a system for storing information by using binders for all 
your course notes and handouts and a filing cabinet to store information 
regarding potential job leads and materials from past courses. This way 
when you need to access information from current and past classes, the 
material will available be at your fingertips. 

Get the Most out of Your Classes 

College students often do not learn as much as they could from their classes be¬ 
cause they skip class, fail to pay attention to details presented in class, and fail to 
develop good study habits. These suggestions can help you get the most out of 
your classes. 

Go to Class 

Most students take several classes each semester, so they may be tempted to 
"blow off class" with the excuse that work in other classes is piling up. By miss¬ 
ing class, you will miss important information, and you will also get further be¬ 
hind in the class. If you know that you will miss class in advance, make sure to 
get the e-mail address and phone number of a classmate so that you can make 
up the material that you missed. 

Take the Course Content Seriously 

It is easy to take a course and study for exams without really absorbing the ma¬ 
terial. In a class such as this, however, it is important to understand what you 
are reading and to think about how you can apply the knowledge that you ac¬ 
quire to your own life. You will know more about business and have an advan¬ 
tage over other students and competitors in the job market if you take the class 
seriously, work through the end-of-chapter questions even if they are not as¬ 
signed, and take good notes based on class lectures. 

Take Good Notes 

Do you often daydream in class and fail to pay attention? Do you stay up late at 
night and then nearly fall asleep in your morning classes? If so, you will not be 
able to take good notes, which is essential for maximizing your performance in 
class. You should make sure to get a good night's sleep before class and be pre¬ 
pared to take notes, either on a laptop computer or by hand. You may also want 
to borrow a classmate's notes and compare them to yours to make sure that you 
did not miss anything. 

Use the Study Guide 

Even if you take good notes and organize your materials, you may still need 
practice in mastering the concepts presented in class. For this reason, after you 
finish a chapter in the text, you should turn to the study guide and make sure 
that you can answer all of the questions. This way, you will identify any subject 
matter that you are not comfortable with, and you can make an appointment 
with your professor to go over any weaknesses you detect. 


Use the SQ3R Method to Absorb Material 

Do you ever feel that you are practicing good study habits and yet are not able to 
retain the information in your textbook and your notes? To help you absorb 
course material, education specialists recommend a technique called SQ3R, 
which stands for Survey, Question, Read, Recite, Review. First, survey the mate¬ 
rial you are studying by looking over the table of contents, the exhibits, and the 
major subject headings. Second, ask yourself questions about the material. Take 
each subject heading and turn it into a question. Third, read the material carefully, 
and answer the questions about the content that you have asked yourself. Recite 
by talking out loud about what you have read. Finally, review by going over the 
answers to your questions before moving on to the next chapter. 

Maintain a Professional Appearance 

In the business world, you typically will be expected to follow a dress code. For 
many firms, the dress code is "business casual": generally, this means khakis and 
a dress shirt for men and dress pants or a knee-length skirt for women. Jeans 
and T-shirts are not permitted in most workplaces. Generally, when you attend 
a job interview, you are expected to dress formally. Consider investing in a suit 
that you can wear to job interviews and to your workplace. 

Behave Professionally with E-mail 

In college and in the workplace, e-mail is an important means of communica¬ 
tion. However, many students do not apply good "netiquette," or professional e- 
mail behavior. How many times have you sent an email to a professor without 
identifying yourself or used slang in your e-mails? In the business world, this is 
not acceptable behavior. 


How to Apply This Course to Your Career 


You may be wondering if a career in business might be right for you or what is 
involved with working in a business discipline. This textbook highlights the ba¬ 
sics of business management, from understanding the economic environment 
to marketing strategies that businesses use. In other words, by utilizing your pro¬ 
fessors and this book, you should be able to begin the process of discovering 
what your interests are as they relate to business. 

Your first steps toward gaining the education you need to get the career you 
want are to select a college and a major. If you choose a business major, many 
different types of careers may be available to you. 

Choosing a College 

People who decide to pursue a college degree must also select the proper college 
or university. If you will be working while pursuing your degree, the choice of a 
college may be dictated by the location of your job. If you have the flexibility to 
relocate, several criteria are worth considering. The first step is to identify the 
colleges that offer a degree in your main field of interest. Review college catalogs 
(available at many libraries) to compare the courses offered. Then, you can more 
closely assess each college that offers a degree in your desired field to determine 
the course requirements, possible elective courses, and minor fields available. 
Other factors such as tuition and locations should also be considered. Several 
colleges offer a degree in any given field. 

Some colleges are more prestigious than others, which can be important in 
attaining a good job. Colleges' reputations tend to vary, however. One college 
may have a strong program in one field but a weak program in others. 
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If you plan to find a job in the local area, the college does not need to have 
a national reputation. Specialized jobs are scarce in many college towns, how¬ 
ever. Therefore, even if the college is not nationally recognized, it should be rep¬ 
utable from the perspective of potential employers who may hire its graduates. 

When considering colleges, obtain information about the admission criteria, 
cost, reputation, types of majors offered, job placement data, and financial 
aid. Guidance on selecting a college is available at various websites, including the 
following: 


Website 

Offers 

http://www.collegexpress.com 

Advice on applying, student life, comparison of private 
versus public schools 


http://www.finaid.com Advice on applying for loans and scholarships 


http://www.savingforcollege.com Information by state on tax-exempt saving and tuition 

programs 


Selecting a Major 

You are probably at the beginning of your college career and may be uncertain 
about what kind of career you want. At your college or university, there are so 
many options to choose from for your major and minor. How can you make the 
decision about whether to be a business major? Your decision should be made 
based on your particular skill set—your strengths and your personality. 

Careers for Business Majors 

Let's say you decide to pursue a business degree. After taking this class, 
you will have a better understanding of each area of business. What kinds of jobs 
are available to business majors? The type of job you get is largely dependent on 
the specific business degree you pursue. Your salary and level of job satisfaction 
will depend on the type of job you select. The job satisfaction level for any given 
career varies among people. Thus, you may not know whether you like a par¬ 
ticular type of job until you have worked at it. This is a major dilemma because 
it is difficult to properly assess job satisfaction without on-the-job experience, 
which normally occurs after graduation. To measure your present level of job 
satisfaction, go to http://www.hotjobs.com. 

Every field offers different career paths that can be chosen, and each field 
has different educational requirements. Some of the jobs that are available for 
graduates of business programs are described next. 

Accounting Majors 

Accounting is mainly concerned with the collection and analysis of information 
about a company. For example, an accountant will create balance sheets and in¬ 
come statements for a firm that comply with generally accepted accounting 
principles (GAAP) and report this information to the executives and sharehold¬ 
ers of the firm. Accounting is very important for companies because accountants 
collect and interpret information about revenue, expenses, and profits in partic¬ 
ular periods. Accountants also analyze financial information provided by the 
company and certify that the information is correct. Publicly traded companies 
must disclose this information to the government to be in compliance with Se¬ 
curities and Exchange Commission regulations. Chapter 15 in the text provides 
more information about the concepts that accounting majors study. 

Accounting majors may get several types of jobs after graduation. Often, 
companies hire them to provide information regarding the profitability of the 
firm as well as auditing, budgeting, and cash flow analysis. Most accounting 
jobs, however, require an advanced degree such as a master's degree and 





certification as a certified public accountant (CPA). So, if you decide to become 
an accountant, you should anticipate that you will have to continue your 
education. 

Economics Majors 

Economics majors study supply and demand conditions in the economy, as well 
as microeconomics and labor economics. Many economics courses, such as 
macroeconomics, international economics, monetary theory, and public policy, 
use a country perspective. Jobs for economics majors include economic fore¬ 
casting of exchange rates, interest rates, and commodity prices, as well as 
finance-related jobs in banking and stock analysis. Chapters 3, 4, 5, and 6 in the 
text provide more information regarding the subject matter that an economics 
major would study. 

Finance Majors 

Finance is the study of how firms raise funds and how they make investments. 
Finance courses, such as investments, financial institutions, corporate finance, 
and international finance, focus on the decisions that managers and investors 
make. Chapters 16 and 17 provide an overview of the topics that a finance ma¬ 
jor would study. 

A person with a degree in finance may decide to work for a company, doing 
cash flow analysis, or for a bank or financial institution, analyzing potential in¬ 
vestments. One specific type of finance major is financial planning, which in¬ 
volves helping clients make the most of their personal finances, including 
retirement and wealth management planning. Often, new finance graduates 
take these jobs and receive commissions when they attract new customers for 
their employers. 

Insurance Majors 

Insurance majors specialize in risk management. They may be hired by corpo¬ 
rations to forecast changes in economic conditions and determine the best ways 
to avoid risk. For personal finance jobs, they advise clients on the kinds of life in¬ 
surance that would be most favorable for them and sell other types of insurance 
products, such as car insurance and property insurance. 

Management Majors 

Management includes several areas. One is human resource management, 
which involves handling relationships between the firm and its employees. Hu¬ 
man resource management also addresses the optimal compensation structure 
of employees, ways of motivating employees, and discipline of employees. Hu¬ 
man resource majors may find jobs as hiring managers at large companies. They 
may also be in charge of designing compensation packages for a company's em¬ 
ployees. Chapters 10 and 11 in the text provide more information on human re¬ 
source management. 

Operations management is another field of management. Operations man¬ 
agement involves designing and evaluating the production process so that it is as 
efficient as possible. Operations management courses often involve considerable 
calculations and require strong math skills. Operations managers work closely 
with those involved in production. They may combine their management de¬ 
gree with an engineering degree to become manufacturing engineers. Chapter 
10 in the text provides more information about operations management. 

Marketing Majors 

Marketing is the study of consumer demand. Marketing majors take courses 
such as consumer behavior, advertising, and placement of goods in the markets 
in which they are sold. Marketing majors typically find jobs in companies, iden¬ 
tifying and implementing strategies related to product, price, promotion, and 
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distribution. They may also be hired as purchasing managers for retail stores. 
Chapters 12, 13, and 14 in the text provide more information regarding the sub¬ 
jects that marketing majors consider. 

International Business Majors 

International business majors learn about business practices in foreign coun¬ 
tries, as well as about how to manage cultural differences in various settings. 
Their courses include international culture, international relations, global mar¬ 
keting, and international finance. In terms of careers, international business ma¬ 
jors typically work for large companies with many operations overseas or for the 
government in establishing trade relationships. Chapter 4 discusses topics that 
international business majors study. 

Information Technology Majors 

Information technology is the study of how to access and manage information 
in a firm. Information technology majors take courses in programming. As a ca¬ 
reer, information technology majors may find work setting up networks, coor¬ 
dinating information across divisions of a firm, or implementing new designs of 
human interface with technology. Appendix A at the end of the text provides 
more information regarding information technology. 


How to Maximize Your Chances 
of Success in Your Career 


When you are close to graduation, you will need to plan in advance to embark 
on a job search. Many experts say that it takes six months to a year to find the 
job that is the right fit for you. You may have several interviews for jobs that do 
not appeal to you because of the salary or working conditions. Some recom¬ 
mendations for maximizing your likelihood of getting a job that you would like 
are presented here. Though this information is specific to jobs in the business 
world, it can be applied to a job search in any field. 


Make Decisions about Your Career 

If you are taking this course, you most likely have thought about the kind of ca¬ 
reer you want and are working toward achieving the goal of a new 
career or a better job than you currently have. You probably consider the costs 
of college as an investment in the future. 

What is the difference between a job and a career? A job is short-term em¬ 
ployment until something fulfilling comes along, whereas a career implies a life¬ 
long, satisfying work experience. We all want to have careers that meet our 
personal goals and objectives over the course of our lives. You most likely are 
taking this course because you want some insights into what a career in business 
entails. 

Before embarking on a career, consider the growth of the industry in which 
you are considering work. In many industries, the opportunities for career ad¬ 
vancement are limited, which means that it will be difficult to remain in that 
profession for a long period of time. If unemployment is high in a given profes¬ 
sion, then you should seek one where unemployment is relatively low. Another 
factor that should play a role in your decision making is your ability to adapt to 
other jobs if the industry you are in begins to lay off workers. While no one can 
predict the future, you should do research on forecasts of job availability over 
time. You should also consider if you will need any further education once you 
have completed your associates or undergraduate degree program. 




Get Your Resume in Order 


When you go on the job market, you will need to create resume, which is a doc¬ 
ument that highlights your skills and accomplishments. It is critically important 
that your resume tells potential employers that you are qualified to take a job 
with their company. Your resume needs to stand out from all of the other re¬ 
sumes that the hiring manager sees. What can you do to make your resume at¬ 
tractive to potential employers? 

1. Begin with a job objective. To alert the hiring manager regarding the specific 
position you are seeking, it is important to start off your resume with a job 
objective. 

2. List all of your previous jobs. This lets the hiring manager or business owner 
know what kind of experience you have had. It also informs the potential 
employer that you have been responsible enough to hold a job in the past, 
thereby increasing the employer's comfort level with you as a potential em¬ 
ployee. Even minimum-wage jobs you held as a student or unpaid intern¬ 
ships you have completed should be featured on your resume because they 
signify responsibility. 

3. List your educational accomplishments. You spent a great deal of time and 
money to get your degree, and you will want potential employers to be im¬ 
pressed with the education you have received. You can highlight some of the 
courses that you have taken that relate to the job want and "customize" your 
resume to indicate that you are qualified. You may also want to include your 
grade point average in college, if you feel that it is high enough to impress 
an employer. 

4. Provide contact information clearly. You should put your contact in¬ 
formation, such as your address, phone number, and e-mail address, at 
the top of your resume, so that companies can contact you to set up an 
interview. 

5. Highlight skill sets. Are you well trained in spreadsheet use, or have you 
taken a programming class? Are you bilingual? If so, you should include this 
information on your resume so that employers know that you are uniquely 
qualified for a position in their company. 

6 . Include extracurricular activities. Perhaps you participated in student gov¬ 
ernment or a sport. Putting this on your resume lets hiring managers know 
that you have leadership experience and also tells employers that you can 
handle the responsibilities of working with others as a "team player." 

7. Ask your professors if they will provide recommendations for you. It is stan¬ 
dard practice to include "references provided upon request," in a resume 
and allow the potential employer to ask for the contact information of a ref¬ 
erence. You should plan for references before going on the job market and 
alert the people you have chosen, so that they will not be surprised by a 
phone call from a potential employer. 

8 . Check spelling and grammar. Nothing is less professional than having typos 
in your resume, which immediately signals that you do not take the time to 
do work carefully. Make sure to use whatever spelling and grammar check 
software you have available to ensure that there are no errors in your re¬ 
sume. 

9. If necessary, have a professional write your resume for you. Professional re¬ 
sume-writing services will create a resume based on your job experience 
and education. Such services have a great deal of experience in creating pro¬ 
fessional-looking documents, and by using one, you will minimize the like¬ 
lihood that there will be errors in your resume. 

A sample resume is shown in Exhibit P. 1. Notice the contact information, job ob¬ 
jective, educational accomplishments, list of previous jobs. When you are put- 
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ting together your resume, you can refer to the exhibit and also to the ques¬ 
tionnaire in the Self-Scoring Exercise to make sure your resume looks profes¬ 
sional and contains all the necessary information. 

Post Your Resume Online 

Once you have completed your resume, you can maximize your visibility so that 
potential employers can find you and contact you posting your resume online at 
a site like http://www.monster.com. In this way, your resume is available to many 
hiring managers who can identify your skill set easily and quickly. 

Create a Cover Letter 

When you apply for a job and submit a resume, you will need to write a "cover 
letter" that accompanies your resume. The purpose of the cover letter is to mar¬ 
ket yourself to the potential employer and to demonstrate your interest in the 
position. In the cover letter, you should introduce yourself, indicate the position 
you are interested in, and explain why you are qualified for the job. Your cover 
letter should also tell potential employers why you are interested in their firm. 
Be sure to use spelling and grammar checks to make sure that your letter does 
not have any errors because you want to make a good first impression. A sample 
cover letter is shown in Exhibit P.2. 

Identify Job Positions Available 

When you have completed your resume, you are ready to apply for jobs. How 
can you find information about positions that are available to you? At any given 
time, there are likely to be several jobs in the geographic area you prefer, but it 
is not always easy to find out about jobs that are available. 


Exhibit P.1_ 

Example of a Resume 


Job Objective: 

Resume 

Robert Smith 

1022 N. Main Street 

Tallahassee, FL 32306 

Phone:999-555-1234 

Entry-level accountant 

Education: 

Florida State University, Sept. 2002-May 2006. B.S. in Accounting 

Work Experience: 

received May 2006; grade point average = 3.1 on a 4-point scale. 

Intern at Mega Accountants, Inc., April 2005 to April 2006. 

Professional 

□ Assisted tax accountants in compiling information submitted by 
clients to be used to file their tax returns. 

□ Researched previous Tax Court cases to provide information 
needed to answer clients' specific tax questions. 

□ Met with prospective clients to explain the tax services offered 
by the firm. 

Lantern Grocery Store, March 2002 to March 2005. 

□ Responsible for ordering stock, monitoring deliveries of stock, 
and placing stock on shelves. 

Treasurer of the Accounting Association at Florida State University, 

Organizations: 

member of Business Club. 

Extracurricular 

Volunteer for Salvation Army, Intramural Sports 

Activities: 

(Baseball and Basketball). 

References: 

Provided upon request. 
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Selfj-Sccring Exercise 

Evaluating Your Resume 

Once you create a draft of your resume, ask a friend to evaluate it based 
on the following criteria. 


Evaluation Suggestions 


Clearly communicates your experience? 



Clearly communicates your skills? 



Clearly communicates your potential? 



Clearly communicates your comparative 
advantages over other applicants? 



Length of resume 



Clearly communicates how you 
could benefit the firm? 



Focus of resume 



Grammar in resume 




Exhibit P.2 

Example of a Cover Letter 



1022 N. Main Street 

Tallahassee, FL 32306 


June 9, 2006 


Mr. Raymond Jones 

President 

Jones Manufacturing Co. 

550 East 1 st Street 

Orlando, FL 32816 


Dear Mr. Jones: 

[State the specific job 
you are pursuing.] 

1 noticed that you have a job opening for a tax 
accountant. 1 just recently earned my accounting 
degree from Florida State University. 1 worked as 
an intern at Mega Accountants, Inc., in its tax de¬ 
partment. Much of the intern work focused on tax 
accounting for manufacturing firms. 1 believe that 
my educational and intern experience has pre¬ 
pared me for your tax accountant position. 1 have 
enclosed my resume, which provides more de¬ 
tails about my education and intern background. 

[Describe when you are 
available for work and 
how you can be reached.] 

1 am available for work immediately. Please call 
me at 999-555-1234 if you would like to interview 
me. 1 can be reached at that number during the 
morning on any day of the week. 1 look forward 
to hearing from you. 


Sincerely, 


Robert Smith 


Robert Smith 
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Many firms advertise positions in newspapers, on their company websites, 
or on job listing websites such as the following: 


Website 

Offers 

http://www.hotjobs.com 

Job listings by category; features companies 

http://www.careermag.com 

Job listings by profession 

http://www.brassring.com 

Job listings for high-tech firms; career advice 

http://www.monster.com 

Job listings in the field you specify 

http://www.career.com 

Career advice 

Some websites including the following also provide information about the 
salaries that are paid by various types of jobs: 

Website 

Offers 

http://www.hotjobs.com 

Salaries for various job positions 

http://www.careermag.com 

Salaries for various job positions 

http://www.monster.com 

Salaries for various job positions 


Often, though, firms do not advertise positions and prefer to rely on their 
applicant files to fill openings. Therefore, it may be worthwhile to send your re¬ 
sume to many companies, even if they are not currently advertising a position. 
Other resources for learning about available jobs are discussed next. 

Campus Placement 

The largest source of jobs is on-campus interviewing. Therefore, it is very im¬ 
portant that you familiarize yourself with the campus placement department at 
your school before going on the job market. The placement center will typically 
have potential employers on file, as well as information on any upcoming career 
fairs. Career fairs are forums where many potential employers gather on cam¬ 
pus to provide information about jobs at their companies. The fairs allow stu¬ 
dents to find out about the business environment at different companies. 
Students often fill out applications at the career fair and schedule interviews 
based on personal interactions at the fair. 

Headhunters 

Headhunters are people who bring together employers looking to hire for a job 
position and potential employees. A headhunter can line up interviews at com¬ 
panies. Typically, the headhunters are paid by the company who is seeking em¬ 
ployees rather than by the person who is seeking a job. Headhunters may be 
very useful because they act as an intermediary between the companies and job 
seekers and bring particular job seekers to the attention of hiring managers. 

Temp Agencies 

Many people do not realize that they may be able to get their foot in the door at 
a company by using a temp agency. Temp agencies, such as Workforce One, find 
people to meet the temporary employment needs of businesses. Job assignments 
typically last for a couple of months. During that time, both you and your em¬ 
ployer can see if you are suited to each other in terms of a permanent job. Some 
temp agencies specialize in "temp to hire" jobs, where good performance dur¬ 
ing the temp job means that the temp worker will be considered for a perma¬ 
nent position. You can find out more information about temp agencies at 
http ://w w w. net-temps.com. 








Open Houses 

Sometimes, companies advertise "open houses" for their companies, where rep¬ 
resentatives of the company hold informal meetings for the purpose of identify¬ 
ing potential employees. The open house will typically be held at a hotel. If you 
decide to attend an open house, make sure to dress professionally so that you 
create a good impression with the company's representatives. 

Internships 

Another way to get your foot in the door is through an internship. You can pur¬ 
sue internships while you are still in college. Some internships are paid, and oth¬ 
ers are unpaid. If you do not have financial constraints, you may consider an 
unpaid internship to see if you would be happy working in the particular job 
where you intern. 

Some firms offer internships that enable students to gain on-the-job expe¬ 
rience while pursuing a degree. Information about internships may often be 
found on a firm's website. In addition, many colleges have internship programs 
designed for various majors. For example, a specified number of business ma¬ 
jors may work at local firms each semester under a college's internship program. 

Internships provide many benefits to students. First, students may receive 
college credit for internships at some colleges. Second, internships may enhance 
students' understanding of coursework by allowing them to see how the theory 
in the classroom is applied in the real world. Third, internships enable students 
to learn more about a particular career. Thus, they either reinforce the students' 
desire to pursue a particular major or career or make the students realize that 
they need to rethink their major or career plans. 

Fourth, some students receive letters of recommendation from the firm 
where they worked. When they complete their degree, they have experience 
along with an endorsement from the firm where they interned. This type of let¬ 
ter of recommendation is very valuable because it describes performance in the 
workplace and thus can complement other letters of recommendation that fo¬ 
cus on performance in the classroom. 

Finally, internships allow employers to assess interns for future job open¬ 
ings. The information firms obtain from observing an intern's work habits is of¬ 
ten more useful than information obtained from a job interview. Some interns 
ultimately are offered jobs at the firms where they interned. Numerous firms, 
including AT&T, Apple Computer, and Boeing, frequently hire interns. 

These obvious benefits have made internships very desirable. Consequently, 
many more students apply for internships than the number of internships avail¬ 
able. For more information about internships, go to http://collegejournal.com. 

Previous Employers 

If you have work experience, or if you had an internship at a company that you 
like, you may want to apply for any job openings at your previous workplace. 
Most likely, you know the kinds of jobs that are available and may have the "in¬ 
side track" for getting a job because the managers at the company know you and 
are familiar with your skill set. Even if you are not interested in a job at a previ¬ 
ous employer, you should still contact previous coworkers in order to network 
and to see if they have any leads on available jobs elsewhere. 

Networking 

Networking is often very important in terms of meeting potential employers. Of¬ 
ten, people get jobs because they know someone who works for a potential em¬ 
ployer and can recommend you for a job, or at least inform you about 
opportunities that may be available. You can network while you are still in col¬ 
lege by joining an honor society or student organization related to the kind of 
career you want. In this way, you can expand your circle of connections before 
going on the job market. 
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Practice Your Interviewing Skills 

A potential employer has called you and wants to interview you next week. 
What can you do to be ready for the interview? First, to make a good impression 
on the hiring manager, you should find out as much as you can about the com¬ 
pany. You should also do some research on the job position for which you are 
interviewing. By doing this, you will be prepared for the interview and will be 
able to answer any questions that arise about your qualifications for the specific 
position. You also show your enthusiasm for the position, which will please the 
hiring manager. Often you can find information about a company on the Inter¬ 
net. Next, you should practice going through an interview with a friend. Have 
your friend ask you the kinds of questions that you might be asked in the inter¬ 
view, such as what your long-term goals are, why you are qualified for the job, 
and what you can bring to the job in terms of experience and knowledge. 

In preparing for the interview, keep in mind that firms conduct inter-views 
to evaluate applicants more thoroughly. Various characteristics, such as the ap¬ 
plicant's personality, cannot be evaluated from resumes alone. Personal inter¬ 
views allow firms to assess these characteristics. Many firms screen applications 
and resumes to identify a pool of qualified applicants. Then the qualified appli¬ 
cants are interviewed to determine the optimal applicant for 
the position. Although strong qualifications on a resume enable an appli¬ 
cant to be interviewed, they do not guarantee a job. A person who inter¬ 
views well may be preferable to one with a stronger resume who interviews 
poorly. 

Firms design most interviews to provide the applicant with additional infor¬ 
mation about the position and to determine the following: 

1. Is the applicant neat and presentable? 

2. Would the applicant get along with customers? 

3. Does the applicant have good communication skills? 

4. Does the applicant have a genuine interest in the position? 

5. Would the applicant work well with others? 

You cannot prepare for all possible questions that may be asked during an 
interview, but you should at least prepare for some of the more obvious types of 
questions that may be asked: 

1. Why do you want to work for our company? 

2. What do you know about our company? 

3. Why do you plan to leave your present employer? 

4. Why should our company hire you? 

5. What are your strengths? 

6 . What are your weaknesses? 

7. What are your salary requirements? 

8 . When would you be ready to begin this job? 

Although you cannot guarantee the outcome of the interview, a few simple 
but critical rules should be followed: 

1. Dress properly. 

2. Be on time. 

3. Send a follow-up thank-you letter to the persons who interview you. 

What to Ask in an Interview 

A person who is being interviewed is normally allowed time to ask questions 
about the firm that is conducting the interview. These questions may be just 
as important as your answers in determining whether the job is offered. The 


questions show your interest in the firm and intelligence about the job. Some 
possible questions are: 

1. How much interaction is there between this position and related divisions? 

2. How much responsibility is delegated by the supervisor of this position? 

3. What is the typical educational background for this position? 

4. Who is involved in the performance evaluation for this position? 

5. To what extent does the position involve public relations or contact with 
customers? 

A second set of questions would ask for more details about the position, 
which could show your competence in the area. These questions would vary 
with the type of position, but a few examples can be provided: 

1. What type of computer is used in the department? 

2. Which companies are your key suppliers or customers? 

3. What are the projected sales for the division over the next year? 

Although asking questions can be valuable, you must recognize the amount 
of time allocated for the interview and make sure that the interviewer has 
sufficient time to ask questions. For more information on how to interview, go 
to http://www.hotjobs.com. 


Comparing Job Offers 

After your interviews, you may be offered more than one job and will have to 
decide which one to accept. In making your decision, you should consider the 
total package offered by the firms. 

Salary 

The salary is important, especially when you are supporting yourself. However, 
many other factors should influence your decision about where you go to work. 

Benefits 

Many employers provide noncash benefits for their employees. These benefits 
should be weighed carefully when making a decision about where to work. For 
example, some companies offer on-site day care and exercise facilities. Given 
the cost of child care, this noncash benefit may be very valuable. Other possible 
benefits include healthcare coverage, contributions to retirement funds, paid 
vacation time, stock option plans, compensation for further education, and flex¬ 
ible working hours. A salary calculator that you can use to take into account the 
value of various benefits can be found at http://www.salary.com. 

Location 

Many people face limitations in their job search because they have a specific ge¬ 
ographic area where they want to live. Perhaps you have family obligations in 
the city in which you live. You would then restrict your job search to firms in 
the same city or start your own business locally. Although this would limit your 
job opportunities, you may not have any alternative. 

If you have no geographic limitations, you may consider other factors. For 
example, you may be attracted to a particular geographic location due to qual- 
ity-of-life factors, such as cultural aspects, access to a major airport, the size of 
the city, the quality of the school system, and opportunities for your spouse to 
find a job if you are married. 

Cost of Living 

You should also consider the cost of living when making career decisions. The 
cost of living differs dramatically across cities, and it is important to consider your 
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salary in light of the cost of renting or owning your own home. To compare the 
cost of living, you can use a calculator that tells you how much a given salary in 
one city differs from that in another city. There are several online calculators for 
determining the cost of living: 

http://www.datamasters.com 

http://www.cityrating.com/costofliving.asp 

http://cgi.money.cnn.com/tools/costofliving/costofliving.html 

Planning a Career Path 

Even after a job is offered and accepted, you will have to make career decisions. 
On-the-job experience may affect your desired career job. Aspiring to a position 
above the present position is natural. The planned career path to that position 
may involve either a series of promotions within the firm or switching to a dif¬ 
ferent firm. Although planning a career path is a useful motivator, your plans 
should be achievable. If everyone planned to be president of a company, most 
plans would not be achieved. This can lead to frustration. A preferable career 
path would include short-term goals, since some ultimate goals may take 20 
years or longer. Setting short-term goals can also reinforce your confidence as 
you achieve the goals. 

Career versus Further Education 

Students who receive their associate's degree are faced with a decision of 
whether to pursue a bachelor's degree or a full-time career. Students who re¬ 
ceive their bachelor's degree must then decide whether to pursue a 
master's degree or a full-time career. Both decisions involve weighing an addi¬ 
tional degree versus a career. The following discussion suggests some factors to 
consider when making these decisions. 

Although the appropriate decision varies among students, some general 
guidelines deserve consideration. You should conduct a cost-benefit analysis of 
the decision to pursue an additional degree. Some of the more obvious costs are 
tuition, the forgone income that could have been earned by working instead of 
going to school, and the forgone on-the-job experience that could have been 
earned by working instead of going to school. Some possible benefits of pursing 
an additional degree are more marketability in the job market, a higher starting 
salary, and greater potential for promotion. 

The costs and benefits of attaining an additional degree can vary 
significantly among majors. In addition to the costs and benefits just identified, 
other factors also deserve to be considered. For example, some people may need 
a break from school and prefer to begin their career right away. Others may per¬ 
form best in school by continuing their education while the previous course- 
work is still fresh in their minds. 

It is often suggested that people get more out of an additional degree if they 
work full-time for a few years and then return to school. The on-the-job expe¬ 
rience may allow for a greater understanding and appreciation of coursework. 
Such a strategy can have a high cost, however. It is difficult to feel motivated on 
a job when you know you will quit in a few years to pursue an additional de¬ 
gree. If you are thinking about graduate school, you can obtain information 
about finding a graduate school and practice tests for graduate admission tests at 
http://www.collegejournal.com. 

Pursuing a Career and Degree 

A popular compromise for those facing the career versus-degree dilemma is to 
begin a career and pursue the degree part-time. Many firms will even pay an 
employee's tuition if the coursework could enhance the employee's performance 
on the job. This strategy allows people to obtain a degree without giving up the 


income and on-the-job experience they would forgo if they pursued a degree 
full-time. The disadvantage is that it may take five or more years to achieve the 
degree part-time. In addition, taking coursework at night after a long day on the 
job can lead to fatigue and stress. 

Furthermore, an extra degree does not automatically guarantee immediate 
success. The number of people receiving bachelor's and master's degrees has in¬ 
creased dramatically in recent years. Therefore, competition for existing jobs can 
be fierce even with additional education. An additional degree can be especially 
marketable when it complements existing skills. For example, many engineers 
have pursued master's degrees in business administration so that they can pur¬ 
sue management-level positions at engineering firms. 

Starting Your Own Business 

You may have thought about what it would be like to be an entrepreneur and 
work for yourself. During the course of a career, many people wonder whether 
they should continue working for a firm or start their own business. Some 
people recognize the potential benefits of owning their own firm, such as being 
their own boss or the potential to earn a high level of income. However, the de¬ 
cision to start a business requires an idea for a product or service that will gen¬ 
erate sufficient sales. A successful business also requires proper planning, 
production, marketing, and financing decisions, as will be explained throughout 
the text. Some general guidelines for developing a successful business, which ap¬ 
ply to most firms, are listed here: 

1. Create a product (or service) that the market wants. A new business is typically 
created when the owner recognizes a product or service desired by cus¬ 
tomers that is not being offered by a sufficient number of (or by any) exist¬ 
ing firms. 

2. Prepare for adverse conditions. An owner of a business should have enough 
financial backing to prepare for adverse conditions, such as a decline in eco¬ 
nomic growth or more intense competition. Even if the business is based on 
a good product (or service) idea, it may experience weak performance in 
some periods because of factors beyond your control. 

3. Capitalize on new opportunities. A business should use a flexible strategic plan 
that adjusts in response to new business opportunities. Businesses that re¬ 
main flexible are more likely to capitalize on new opportunities. 

4. Ensure customer satisfaction. The long-run success of many businesses is based 
on the quality of a product, which leads to customer satisfaction. 

5. Ensure employee satisfaction. When owners of businesses create conditions 
that satisfy employees, they motivate employees to perform well and also 
avoid a high level of employee turnover. 

6. Promote the product. A good product will not sell unless the market is aware 
of it. Promotion may be necessary to ensure that the market is informed 
about the product. 
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A business is created to 

provide products or ser¬ 
vices to customers. If it 
can conduct its operations effec¬ 
tively, its owners earn a reason¬ 
able return on their investment in 
the firm. In addition, it creates 
jobs for employees. Thus, busi¬ 
nesses can be beneficial to soci¬ 
ety in various ways. The first step 
in understanding how businesses 
operate is to recognize their most 
important functions and the en¬ 
vironment in which they operate. 
Part I, which contains Chapters 1 
through 4, provides this back¬ 
ground. A business must under¬ 
stand the environment in 
which it operates in order to 
be successful. 

Chapter 1 describes the mo¬ 
tives of people to create a busi¬ 
ness, identifies the stakeholders 
(participants) involved in a busi¬ 



ness, and explains the most im¬ 
portant functions of a business. 
Chapter 2 describes the responsi¬ 
bility of a business toward all of 
its stakeholders and to its social 
environment. It also explains how 
the firm can improve its perfor¬ 
mance by acting responsibly to¬ 
ward its stakeholders. Chapter 3 
explains how a business is ex¬ 
posed to economic conditions 
and how it adapts its operations 
in response to these conditions. 
Chapter 4 explains how a 
business is exposed to global 
conditions and how it adapts its 
operations in response to these 
conditions. In general, businesses 
are exposed to the business envi¬ 
ronment. But some businesses 
are more successful than others 
because they make better deci¬ 
sions in response to changes in 
the business environment. 


Chapter 

Motives and 
Functions of a 
Business 

Chapter 2 

Business Ethics 
and Social 
Responsibility 

Chapter 3 

Assessing 

Economic 

Conditions 

Chapter 4 

Assessing Global 
Conditions 
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Chapter 


The Learning Goals 
of this chapter are to: 


Explain the goal of a business. 


Identify the resources a business uses 
to produce a product or service. 


Identify the key stakeholders that 
are involved in a business. 


Describe the business environment 


Describe the key types 
of business decisions. 


to which a firm is exposed. 
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DVD rental shops like this one have 
been established by entrepreneurs 
to satisfy customers and generate 
profits. 




Motives and Functions 
of a Business 


A business (or firm) is an enterprise 
that provides products or services 
desired by customers. According 
to the U.S. Labor Department, 
more than 800,000 businesses are 
created in the United States every 
year. Along with large, well-known 
businesses such as The Coca-Cola 
Company and IBM, there are many 
smaller businesses that provide 
employment opportunities and 
produce products or services that 
satisfy customers. What do Alicia 
Keys, a casino, a DVD rental firm, 
your local dentist, the New York 
Yankees organization, your 


plumber, and your favorite restau¬ 
rant have in common?They are all 
businesses that provide products 
or services desired by customers. 

Consider a business called 4 Eyes 
DVD that is being created as an 
outlet for DVD rentals desired by 
customers. Some of the more im¬ 
portant decisions are: 

► Is it is worthwhile to create this 
business? 

► What resources does this 
business need to provide its 
services? 


► What types of stakeholders 
must this business attempt to 
satisfy? 

► What are the key functions 
that managers must perform 
to manage this business? 

► What characteristics in the 
business environment must 
the managers monitor? 

All businesses must make these 
types of decisions, whether they 
provide DVD rentals, produce 
computers, offer dentistry services, 
or build houses. 



Explain the goal 
of a business. 


What is the goal of a business? Businesses are established to serve the 
needs of consumers by owners who seek to make profits. The people who 
create a business may see an opportunity to produce a product or service 
that is not already being offered by other firms. Alternatively, they may be¬ 
lieve that they can produce a product or service that they can sell for a 
lower price than existing firms. By providing a product that is desired by 
customers, they may be able to make profits for their business. 
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PART I BUSINESS ENVIRONMENT 


Where the Profits Come From 

Businesses such as Dell, Gap, Ford Motor Company, and Motorola were 
created to provide products to customers. Businesses such as Southwest 
Airlines and Hilton Hotels were created to provide services to customers. 
Other service firms include dentists, hairstylists, travel agencies, insurance 
companies, tax services, and law firms. Some firms, such as AT&T, Micro¬ 
soft, and IBM, provide both products and services to customers. Managing 
a service business can be just as challenging and rewarding as managing a 
business that produces products. 

A business receives revenue when it sells its products or services. It in¬ 
curs expenses from paying its employees and when it purchases machin¬ 
ery or facilities. The difference between the revenue and the expenses is 
the profit (or earnings) generated by the business. The profits go to the 
owners of the business. Thus, owners who create a business have a strong 
incentive to ensure that it is successful, as they are directly rewarded for 
their efforts. 

For example, assume that you have decided to offer to tutor other stu¬ 
dents in the basics of developing a website because you know that many 
students would be willing to pay for this service. During this year, you re¬ 
ceive $5,000 from students for tutoring, and you pay a total of $1,000 in 
expenses to advertise your service in the college newspaper. Your profit is 
shown below: 


$5,000 

$ 1,000 

$4,000 


Revenue 

Expenses 

Profit 


$ince you are the only owner of this business, ail the profits go to you, al¬ 
though you may be taxed on the profits that you earn. You can increase 
your profits next year by either increasing your revenue or reducing your 
expenses. 

The profits that you earn from your new business are dependent on 
three conditions. First, there needs to be a demand for the service that you 
offer. If there is no demand, you will not generate any revenue and, there¬ 
fore, will not earn a profit. 

$econd, you need to attract customers, meaning that they choose you 
instead of your competitors (other tutors). If you offer a better service or a 
lower price than your competitors, the customers who need your service 
may choose you instead of your competitors. In addition, your customers 
may want to rehire you for additional tutoring or may refer you to their 
friends who need tutoring. 

Third, to earn high profits, you need to keep your expenses low. If you 
can run your business efficiently, your expenses should be relatively low, 
and you will be rewarded with higher profits. Although most businesses 
are more complicated than the business just described, their performance 
is also dependent on these three conditions. 

Profit as a Motive to Understand Business 

If you develop a good understanding of business, you may be more capable 
of creating and running a successful business, and you will be directly re¬ 
warded with higher profits. Yet, even if you never plan to run your own 
business, you may profit from understanding how a business operates. 
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First, if you develop strong business skills, you may be able to obtain a bet¬ 
ter job. Second, you are likely to find your job more enjoyable if you un¬ 
derstand how job tasks are related to the firm and its industry. Third, you 
should be able to perform better, which could result in a more satisfying 
career path. Fourth, if you ever invest in businesses, you may be better able 
to identify the types of businesses that are likely to perform well. As a re¬ 
sult, you may invest your money wisely and enjoy higher returns on your 
investments. Thus, you can still profit from understanding business even if 
you do not own a business. 

How the Profit Motive Is Influenced by the Government 

In the United States and most other countries, people are free to start busi¬ 
nesses and profit from them. Countries such as the United States, in which 
people can create their own businesses to serve the preferences and needs 
of consumers, have a free-market economy. Governments of free-market 
economies recognize the advantages of allowing business ownership. Not 
only do businesses serve consumers, but by creating work for the business 
owners and employees, they also reduce the country's unemployment. 

In socialistic countries such as the former Soviet Union, businesses 
were typically owned by the government and were not profit oriented. 
Without the prospect of earning a profit, most people could not afford to 
create a business and had to find some alternative form of work to earn an 
income. Furthermore, without a profit motive, businesses had no incen¬ 
tive to produce products that satisfy consumers' needs. Consequently, con¬ 
sumers were not able to obtain some products that they desired. In the last 
several years, many governments in these countries have sold the former 
government businesses to private owners and also are allowing people to 
start new businesses. In most countries, individuals are now allowed to 
own businesses, although some governments provide more incentives 
than others to encourage individuals to create new businesses. 


Many hospitals are nonprofit 
but must still manage their 
resources properly to provide 
good customer service and 
to use their funds properly. 


nonprofit organization 

an organization that serves a 
specific cause and is not intended 
to make profits 



Nonprofit Businesses 

Not all business are created 
to make a profit. A nonprofit 
organization is an organization 
that serves a specific cause and 
is not intended to make profits. 
When its revenue exceeds its 
expenses in a particular period, 
the profits are reinvested in 
the organization. In the United 
States, a nonprofit organiza¬ 
tion is not taxed as long as it 
qualifies by meeting specific re¬ 
quirements established by the 
Internal Revenue Service. Com¬ 
mon examples of nonprofit 
organizations include some hos¬ 
pitals, schools, charitable organ¬ 
izations, and churches. 

Although a nonprofit orga¬ 
nization is not totally focused on 
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Identify the resources a 
business uses to produce 
a product or service. 


natural resources 

any resources that can be used in 
their natural form 


Decisions to Create a Business 

C onsider the situation of 4 Eyes DVD, which was introduced at the beginning of the 
chapter. Juan Gomez initially created this business because he knew that customers in 
his town wanted to rent DVDs. Second, he believed that he could offer a much wider selec¬ 
tion of DVDs and at a lower price than the only other DVD rental outlet in town. Third, he 
believed that he could keep his expenses low by renting space in a busy strip mall that is 
centrally located and easily accessible.The competitor's DVD rental outlet is in a very exclu¬ 
sive shopping mall at the north end of town. Consequently, its rent is very high, and its loca¬ 
tion is convenient only for the wealthy people who live in that area. 

1. Explain how 4 Eyes DVD could generate more profits as a result of having an easily 
accessible central location rather than being in the exclusive shopping mall at one end 
of town. 

2. Last month, 4 Eyes DVD generated revenue of $15,000 and had total expenses of 
$9,000. Determine its profit level for last month. 

ANSWERS: 1. It should be able to generate a large volume of rentals in a busy, easily accessible section of town, which results 
in high revenue. It also has a lower rent expense than if it were in the mall. 2. Its profits are based on revenue minus ex¬ 
penses, or $15,000 - $9,000 = $6,000. 


making profits, it is still run like a business. For example, consider the busi¬ 
ness of a nonprofit hospital. It charges prices for its services just like a for- 
profit hospital. The hospital will still bill the patient's insurance for services 
rendered and bill the patient for any amounts not paid by the insurance 
company. If the hospital provided all of its services for free, it would quickly 
use up all the funds that were donated to finance it as well as any accu¬ 
mulated profits it had generated. Its employees earn salaries just like the 
employees of for-profit hospitals. If the hospital does not pay competitive 
salaries, its doctors, nurses, and other staff will seek employment else¬ 
where. Thus, it must provide its health-care services in an efficient man¬ 
ner, or it will not have adequate funding to stay in business and continue 
to serve the community. Like for-profit hospitals, if it wants to expand and 
needs more money than it has received from donations or accumulated 
over time, the hospital may even obtain financing from creditors. 


Resources Used to Produce 
Products or Services 


To produce a product or service, firms rely on the following factors of 
production: 

► Natural resources 

► Human resources 

► Capital 

► Entrepreneurship 

Natural Resources 

Natural resources include any resources that can be used in their natural 
form. The most obvious natural resource that is commonly used by busi¬ 
nesses to produce products or services is land. Agricultural businesses rely 






CHAPTER I 


MOTIVES AND FUNCTIONS OF A BUSINESS 


7 


human resources 

people who are able to perform 
work for a business 


capital 

machinery, equipment, tools, 
and physical facilities used by a 
business 


technology 

knowledge or tools used to pro¬ 
duce products and services 


information technology 

technology that enables informa¬ 
tion to be used to produce prod¬ 
ucts and services 


electronic business 
(e-business) or electronic 
commerce (e-commerce) 

use of electronic communications, 
such as the Internet, to produce or 
sell products and services 

Amazon receives its orders 
online and commonly uses 
its distribution center to ac¬ 
commodate the orders. 


on land to grow crops. Other businesses rely on land to establish a site for 
their production. 

Human Resources 

Human resources are the people who are able to perform work for a busi¬ 
ness. They may contribute to production by using their physical abilities, 
such as working in a factory to construct a product. Alternatively they may 
contribute by using their mental abilities, such as proposing a change in the 
existing production process or motivating other workers. 

Capital 

Capital includes machinery, equipment, tools, and physical facilities. All of 
these types of capital are commonly used by human resources to produce 
products. Physical facilities are typically necessary to produce many ser¬ 
vices as well as products. Especially in recent years, technology has enabled 
businesses to use their capital more effectively. 

How Technology Has Helped Businesses Improve Their Capital Technology can be 

defined as knowledge or tools used to produce products or services. The In¬ 
ternet is an obvious example of technology. By using technology to im¬ 
prove their capital, many businesses are able to produce products and 
services more quickly and at a higher quality. Thus, they are better able to 
meet the needs of consumers. 

An important subset of technology, information technology, involves 
the use of information to produce products and services, ft includes the use 
of computers to transfer information among departments within a firm 
and the use of the Internet to provide customers with information. Infor¬ 
mation technology accounts for only about 8 percent of the total output 
produced in the United States, but it represents more than one-third of the 
growth in the U.S. output produced. A recent study by the U.S. Commerce 
Department estimates that about half of all U.S. workers will soon be em¬ 
ployed in industries that produce information technology. It also found 
that information technology has reduced the cost of producing products 
and resulted in lower prices of products. Furthermore, workers in the tech¬ 
nology industries earn about $53,000 per year on average versus $30,000 
for workers in other industries. 

A related type of technology is electronic business (e-business), also 
referred to as electronic commerce (e-commerce), which is the use 

of electronic communications to produce or sell products and services. 
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E-business includes both business transactions, such as sales of products 
over the Internet, and interactions between a firm and its suppliers over 
the Internet. In fact, many people use the terms information technology and 
e-commerce interchangeably. 

An example of a successful e-business idea is Amazon.com, which 
enables customers to purchase books and other products online. Amazon 
.corn's creativity is not the product (books) but an alternative method of 
reaching customers. Its customers use the Internet to have their book or¬ 
ders delivered to them rather than having to go to a retail bookstore. Sev¬ 
eral other firms have applied the same idea to their own businesses. Com¬ 
puter firms now sell computers over the Internet, toy manufacturers sell 
toys over the Internet, and automobile manufacturers sell automobiles 
over the Internet. Hotels, airlines, and cruiselines allow customers to make 
reservations over the Internet. 

Exhibit 1.1 describes some of the successful firms that have been 
created to capitalize on e-business. Notice that these businesses started 

Exhibit 1.1 


Successful Internet Businesses 


Business Name 

Business Description 

How the Business Was Created 

1. Amazon.com 

This online bookseller is frequently cited as an 
Internet success story. Customers can purchase 
books and music and participate in auctions at 
its website. Amazon's innovative bookselling 
idea allows the company to offer popular titles 
at deeply discounted prices due to low over¬ 
head costs. 

Jeff Bezos founded the company in 1994. Bezos 
quit his job as vice president of a Wall Street 
firm, moved to Seattle, and started the busi¬ 
ness in his garage. When Amazon.com opened 
for business in July 1995, Bezos himself fre¬ 
quently dropped off the packages at the post 
office. Bezos's estimated net worth (value of his 
house and other assets after paying off any 
debts) is now $10 billion. 

2. Yahoo! 

This Internet search engine is the most visited 
site on the Web. It has evolved to offer a wide 
variety of other products to attract users. 

Free e-mail, Web page hosting, and custom- 
designed start-up pages are just a few of the 
options available. Revenues are generated 
through advertising sales. 

David Filo and Jerry Yang were Ph.D. students 
at Stanford who had put together an electronic 
directory of their favorite websites. It was es¬ 
sentially a list of their bookmarks that they 
titled Yahoo! (which stands for Yet Another FH i- 
erarchical Officious Oracle).The site was gener¬ 
ating so much traffic that the students dropped 
out of school and launched their company in 

1995. Each of the founders now has a net 
worth of nearly $4 billion. 

3. eBay 

eBay is an online auction service that enables 
users to sell goods to each other.The person- 
to-person services attract a wide variety of 
goods, most of them used. Sellers develop a 
reputation, which creates some level of trust 
and excuses eBay from any responsibility. The 
company profits by charging fees based on the 
sale price. 

The company evolved out of a method that 

Pierre Omidyar devised to help his girlfriend 
collect Pez candy dispensers. By 1996, the vol¬ 
ume of goods traded forced Omidyar to quit 
his job at General Magic and devote all his 
time to the company. The company has been 
profitable since 1996. 

4. Google 

Google became very popular as a search en¬ 
gine because of its ability to effectively accom¬ 
modate requests by users who wanted to 
search the Internet.This substantial reliance on 
Google meant that Google could sell advertis¬ 
ing on its website or charge websites that want 
to have "sponsored links"displayed by Google 
in response to specific search terms. 

In 1996, Sergey Brin and Larry Page were grad¬ 
uate students in Stanford's computer science 
department. They were interested in tracking 
the success of various websites. They then at¬ 
tempted to create a search engine that would 
account for the popularity of websites when 
identifying websites that fit search terms. The 
value in this search engine is that it screened 
out websites that were less likely to satisfy the 
search. This led to the creation of Google. On 
August 18, 2004, Google went public. At that 
time, Brin and Page still retained ownership of 
some shares, making their net worth more 
than $3 billion each. 
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out very small and were created to offer a product or service that was 
not being provided by other brms. Thus, these new businesses were 
created to accommodate the needs or preferences of customers. As these 
e-businesses were created, many existing brms recognized that they 
should develop their own e-business to satisfy their customers. Thus, the 
innovations of some e-businesses transformed the way that all firms con¬ 
duct business. 

Many firms applied e-business to facilitate their existing operations. 
The Internet allows for easier communication from the firm to the con¬ 
sumer, from the firm to another firm, and from the consumer to the firm. 
Information flows freely between firms and consumers, avoiding the de¬ 
lays and disrupted business transactions that used to occur when the two 
parties were not available at the same time to communicate. Firms are also 
using e-business to complement rather than replace their traditional oper¬ 
ations. Consumers who want to use traditional channels to make orders 
can still do so, while other consumers can communicate their orders elec¬ 
tronically. Thus, even if a firm is not classified as an Internet company, it 
can still use e-business to enhance its value. 

Although the use of the Internet to serve consumers has attracted con¬ 
siderable attention, the Internet is also having an important impact on the 
way businesses serve other businesses (referred to as "business-to-business 
e-commerce" or "B2B e-commerce"). Business-to-business e-commerce 
might be used, for example, when a firm needs construction work to re¬ 
pair its facilities, wants an outside firm to conduct seminars to improve 
relationships among employees, or requires specific supplies for its pro¬ 
duction process. The firm can request bids online from several businesses 
that may meet its needs and then select the firm that submits the best bid. 
This process is much easier and faster than calling various firms and wait¬ 
ing for return phone calls. Furthermore, having to send a message online 
forces the bidders to specify their bids in writing. 

Business-to-business e-commerce has already reduced the expenses 
associated with transactions between firms and is expected to reduce them 
even further once all firms take full advantage of the technology. In par¬ 
ticular, firms that rely on other businesses for supplies, transportation ser¬ 
vices, or delivery services can reduce their expenses substantially by using 
business-to-business e-commerce. 


Entrepreneurship 


entrepreneurship 

the creation of business ideas and 
the willingness to take risk; the act 
of creating, organizing, and man¬ 
aging a business 

entrepreneurs 

people who organize, manage, 
and assume the risk of starting a 
business 


Entrepreneurship involves the creation of business ideas and the willing¬ 
ness to accept risk. Entrepreneurs attempt to identify business opportuni¬ 
ties. When they find one, they invest some of their own money to create 
a business with the expectation that they will earn adequate profits as a 
reward for their efforts. However, they face the risk that the profits of 
the business may not be as high as expected. In fact, if expenses exceed 
revenue, the profits may be negative and the business could fail. In a free- 
market economy, many businesses may be created within the same indus¬ 
try, which results in intense competition. In this situation, a firm that 
charges too high a price for its product may fail because customers will 
switch to its competitors. Similarly, a firm that is not well managed may fail 
because its expenses are too high. This risk of failure can reduce the mo¬ 
tive to create a business. 

Entrepreneurs realize that if they overestimate the potential profitabil¬ 
ity of a business or manage the business poorly, they will lose the money 
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Out o£ 
Business 
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Decision Making How to Use the Factors of Production 

D ifferent businesses use the factors of production in different ways. First, 4 Eyes DVD (in¬ 
troduced at the beginning of the chapter) uses natural resources (land) for its business. 
The decision about natural resources determined the location of the DVD rental outlet. 

The location decision has an impact on the profits of the business because customers want 
convenience. 

Second, human resources (employees) are needed to decide which DVDs to purchase 
each week for the purpose of renting them out. The human resources also serve the cus¬ 
tomers who wish to rent DVDs. The specific human resources who are hired can affect the 
degree of customer service and therefore the performance of 4 Eyes DVD. If the employ¬ 
ees order the proper DVDs, they can enhance the revenue earned from DVD rentals. There¬ 
fore, the decision regarding human resources affects the profits of the business. 

Third, 4 Eyes DVD needs capital (physical facilities) so that customers can review the 
selection of DVDs and choose the DVDs they wish to rent. 4 Eyes DVD's decisions about its 
physical facilities will influence the desirability of its DVD outlet. Those decisions will also 
affect its cost and, therefore, its profits. 

Fourth, the creation of the DVD rental business was due to entrepreneurship. The 
owner, Juan Gomez, recognized an opportunity to create a business that would serve cus¬ 
tomers and invested his own money in the business. He may earn a large income from 4 
Eyes DVD if it is successful, but he could also lose his entire investment if the business fails. 
The manner in which this entrepreneur uses the factors of production will determine 
whether the business will be a success. 

1. How will the profits of 4 Eyes DVD be affected if it hires either too many human resources? 
What if it hires too few human resources (such that customers receive poor service)? 

2. How will the profits of 4 Eyes DVD be affected if its physical facilities are too small (such 
that it does not have room for its selection of DVDs to rent)? What if its physical facilities 
are much larger than is necessary? 

ANSWERS: 1. If it hires too many human resources, its profits will be reduced because its expenses will be excessive. If it 
does not hire enough human resources, its profits will be reduced because its revenue will be lower. 2. If its facilities are too 
small, its profits will be reduced because its revenue will be lower. If its facilities are too large, its profits will be lower because 
its expenses from leasing space will be excessive. 
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that they invested. Thus, they will incur a direct penalty if they make a bad 
decision. To limit their risk, entrepreneurs should be cautious and realistic 
before deciding to invest their money to create a new business. However, 
those entrepreneurs who develop good business ideas that serve consumer 
needs and who manage their business efficiently may be rewarded with 
large profits. 


3 

Identify the key 
stakeholders that are 
involved in a business. 


stakeholders 

people who have an interest in a 
business; the business's owners, 
creditors, employees, suppliers, 
and customers 


Key Stakeholders in a Business 


Every business involves transactions with people. Those people are af¬ 
fected by the business and therefore have a stake in it. They are referred to 
as stakeholders, or people who have an interest (or stake) in the business. 
Five types of stakeholders are involved in a business: 

► Owners 

► Creditors 

► Employees 

► Suppliers 

► Customers 

Each type of stakeholder plays a critical role for firms, as explained next. 


Owners 

Every business begins as a result of ideas about a product or service by one 
or more entrepreneurs. As explained earlier, entrepreneurship is the act of 
creating, organizing, and managing a business. Today, more than 8 million 
people in the United States are entrepreneurs. Entrepreneurs are critical to 
the development of new business because they create new products (or 
improve existing products) desired by consumers. 

People will be willing to create a business only if they expect to be re¬ 
warded for their efforts. The rewards of owning a business come in various 
forms. Some people are motivated by the chance to earn a large income. 
Others desire to be their own boss rather than work for someone else. 
Many people enjoy the challenge or the prestige associated with owning a 
business. Most business owners would agree that all of these characteris¬ 
tics motivated them to start their own business. 

A recent survey by the Center for Entrepreneurial Leadership found 
that 69 percent of high school students were interested in starting their 
own business. Yet, about 86 percent of the students rated their business 
knowledge as very poor to fair. People need to learn how a business oper¬ 
ates before they set out to create a business. 

How Ownership Spreads An entrepreneur who creates a business initially 
serves as the sole owner. Yet, in order to expand, the business may need 
more funding than the entrepreneur can provide. Consequently, the en¬ 
trepreneur may allow other people to invest in the firm and become co¬ 
owners. 

When the ownership of the firm is shared, the proportion of the firm 
owned by the existing owners is reduced. Consider a bakery that two 
people created with a $100,000 investment each. Each person owns one- 
half of the firm. They can obtain more funds by allowing a third person to 
invest in the firm. If the third person invests $100,000, each of the three 
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stock 

certificates of ownership of a 
business 

stockholders (shareholders) 

investors who become partial 
owners of firms by purchasing the 
firm's stock 


Small Business Survey 


Background of Owners 

In a recent National Small Business poll conducted for the NFIB Research Founda¬ 
tion, small business owners were asked how many years they worked for another 
firm before they began their own business.Their responses are shown here: 


1-2 years — 
3 % 


— 3-5 years 

9% 



Never 

34% 


6-10 years 

18 % 


More than 
20 years 

15 % 


11-20 years 

21 % 


Notice the large proportion of owners who never worked for any other business be¬ 
fore starting their own business. 

Those business owners who previously worked for another business were asked 
what type of firm they worked for before starting their own business. Their re¬ 
sponses are shown here: 



Large firm 
(more than 1,000 
employees) 

26% 


Medium-size firm 
(100-1,000 employees) 

17% 


Small 

businesses 

57% 


people will own one-third of the firm. Any profits (or earnings) of the firm 
that are distributed to the owners will be shared among three owners. By 
accepting investment from more owners, however, the firm may be able 
to expand its business so that the original owners benefit despite their de¬ 
creased share of ownership. 

Many firms have grown by issuing stock to other investors; that is, they 
essentially sell a portion of the ownership to these investors. The stock re¬ 
ceived by investors is a certificate representing ownership of the specific 
business. The investors who purchase stock are called stockholders (or 
shareholders) of those firms. The funds received by a firm that issues stock 






CHAPTER I 


MOTIVES AND FUNCTIONS OF A BUSINESS 


13 


Small Business Survey (Continued) 


Business owners were also asked how many years of experience they had (working 
for other firms) in producing, distributing, or selling the same products or services as 
those that they sell now. Their responses are shown here: 

1-5 years — 

10 % 



Notice the large proportion of owners who had no experience with the products 
that their business sells before they became the owner. This suggests that they were 
able to adapt their business skills to the product. 

The owners were also asked to describe their educational background. Their re¬ 
sponses are shown here: 


Vocational — 
school 

4 % 



High school 
diploma or less 

19 % 


Some 


college 


24°/c 


College diploma 
35 % 


Advanced degree 

18 % 


These results confirm that many entrepreneurs have not had a highly specialized 
education. 


can be used to expand the business. Large firms such as Cisco Systems, 
IBM, and General Motors now have millions of stockholders, but when 
they were created, they were small businesses. 

When a firm's performance improves, its value may increase as well, as 
reflected in a higher stock price for those who own the stock. Stockhold¬ 
ers can sell their stock to other investors whenever they want. They benefit 
when a firm performs well because they will be able to sell the stock at a 
higher price than they paid for it if the firm's value rises. As an extreme ex¬ 
ample, stockholders of Dell, Inc., have doubled their investment in some 
years because Dell performed so well. At the other extreme, stockholders 
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The executives of public 
companies communicate to 
their shareholders not only 
through financial reports but 
also during the annual share¬ 
holder meeting, such as this 
one by Daimler-Chrysler. 


creditors 

financial institutions or individuals 
who provide loans 



who owned the stock of firms such as Enron and Global Crossing at the 
time these firms went bankrupt lost their entire investment. 

A firm has a responsibility to the stockholders who have invested 
funds. It is expected to invest those funds in a manner that will increase its 
performance and value. Consequently, it should be able to provide the 
stockholders with a decent return on their investment. Some firms per¬ 
form much better than others, however, so investors must carefully assess 
a firm's potential performance before investing in its stock. 

Creditors 

Firms typically require financial support beyond that provided by their 
owners. When a firni is initially created, it incurs expenses before it sells a 
single product or service. For example, it may have to buy machinery, rent 
a facility, and hire employees before it has any revenue. In the first several 
months, its expenses may exceed its revenue even if it is well managed. 
Therefore, the firm cannot rely on cash from sales to cover its expenses. 
The owners of a new business may initially have to rely on friends or fam¬ 
ily members for credit because their business does not have a history that 
proves it is likely to be successful and therefore able to pay off its credit in 
a timely manner. 

Even firms that have existed for a long time, such as Little Caesars 
Pizza, Disney, and Nike, need financial support as they attempt to expand. 
A fast-growing business such as Little Caesars Pizza would not generate 
sufficient earnings to cover new investment in equipment or buildings. 

Many firms that need funds borrow from financial institutions or indi¬ 
viduals called creditors, who provide loans. Bank of America, SunTrust 
Bank, and thousands of other commercial banks commonly serve as cred¬ 
itors for firms. Firms that borrow from creditors pay interest on their loans. 
The amount borrowed represents the debt of the firm, which must be paid 
back to the creditors along with interest payments over time. Large firms 
such as General Motors and DuPont have billions of dollars in debt. 

Creditors will lend funds to a firm only if they believe the firm will 
perform well enough to pay the interest on the loans and the principal 
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One reason for the success 
of Southwest Airlines is its 
attention to satisfying its 
customers. 


managers 

employees who are responsible 
for managing job assignments of 
other employees and making key 
business decisions 


(amount borrowed) in the 
future. The firm must con¬ 
vince the creditors that it 
will be sufficiently profit¬ 
able to make the interest 
and principal payments. 

Employees 

Firms hire employees to 
conduct their business op¬ 
erations. Some firms have 
only a few employees; oth¬ 
ers, such as General Mo¬ 
tors and IBM, have more 
than 200,000 employees. 
Many firms attribute their 
success to their employ¬ 
ees. Consider the following 
statements that firms made 
about their employees in 
recent annual reports: 

"Sara Lee is determined 
to be an employer of 
choice for highly talented people, retaining and attracting world-class indi¬ 
viduals who have a passion to excel, strong ethical values and a driving en¬ 
trepreneurial character." 

—Sara Lee 

"We continually invest in our people—the source of our innovation and com¬ 
petitiveness—who strive each day to find new products and technologies 
that will significantly improve everyday living ." 

—The Dow Chemical Company 

Those employees who are responsible for managing job assignments of 
other employees and making key business decisions are called managers. 
The performance of a firm is highly dependent on the decisions of its man¬ 
agers. Although managers' good decisions can help a firm succeed, their 
bad decisions may cause a firm to fail. 

Goals of Managers The goal of a hrm's managers is to maximize the firm's 
value and, therefore, to maximize the value of the hrm's stock. Maximiz¬ 
ing firm value is an obvious goal for many small businesses since the owner 
and manager are often the same. In contrast, most stockholders of a pub¬ 
licly traded firm do not work for the firm. They rely on the hrm's managers 
to maximize the value of the stock held by stockholders. The following 
statements from recent annual reports illustrate the emphasis hrms place 
on maximizing shareholder value: 

"We are not promising miracles, just hard work with a total focus on why 
we're in business: to enhance stockholder value." 



—Zenith Electronics 
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"We believe that a fundamental measure of our success will be the share¬ 
holder value we create over the long term ." 

—Amazon.com 

"Everything we do is designed to build shareholder value over the long haul." 

—Wal-Mart 

"We create value for our share owners, and that remains our true bottom 
line." 

—The Coca-Cola Company 

Maximizing the firm's value encourages prospective investors to become 
shareholders of the firm. 

To illustrate how managers can enhance a firm's value, consider the 
case of Dell, Inc., which created an efficient system for producing com¬ 
puters. This resulted in low costs and allowed Dell to provide high-quality 
computers at low prices. Over time, Dell's sales increased substantially, as 
did its profits. The ability of Dell's managers to control costs and sell com¬ 
puters at low prices satisfied not only its customers but also its owners 
(shareholders). 

Suppliers 

Firms commonly use materials to produce their products. For example, 
automobile manufacturers use steel to make automobiles, while home 
builders need cement, wood siding, and many other materials. Firms can¬ 
not complete the production process if they cannot obtain the materials. 
Therefore, their performance is partially dependent on the ability of their 
suppliers to deliver the materials on schedule. 

Customers 

Firms cannot survive without customers. To attract customers, a hrm must 
provide a desired product or service at a reasonable price. It must also en¬ 
sure that the products or services produced are of adequate quality so that 


Gap has created a very 
successful business as a retail 
clothing store that targets 
young customers. 
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dividends 

income that the firm provides to 
its owners 


Exhibit 1.2 

Interaction among Owners, 
Employees, Customers, 
Suppliers, and Creditors 


customers are satisfied. If a firm cannot provide a product or service at the 
quality and price that customers desire, customers will switch to the firm's 
competitors. Motorola and Saturn (a division of General Motors) attribute 
some of their recent success to recognizing the types of products that con¬ 
sumers want. These firms also are committed to quality and to pricing their 
products in a manner that is acceptable to customers. 

Summary of Key Stakeholders 

Firms rely on entrepreneurs (owners) to create business ideas and possibly 
to provide some financial support. They rely on other owners and creditors 
to provide additional financial support. They rely on employees (including 
managers) to produce and sell their products or services. They rely on sup¬ 
pliers to provide the materials needed for production. They rely on cus¬ 
tomers to purchase the products or services they produce. The president of 
Goodyear Tire and Rubber Company summarized the relationship be¬ 
tween a firm and its stakeholders in a recent annual report: "Last year 
I reaffirmed our values—protecting our good name, focusing on cus¬ 
tomers, respecting and developing our people [employees], and rewarding 
investors." 

To illustrate the roles of stakeholders, reconsider the example of the 
DVD rental business. The owner who created the business makes decisions 
about its location, the types of DVDs to offer for rent, whether to sell other 
products (such as video games), and the prices to charge for DVD rentals 
and other products. The business needs creditors to support it with fund¬ 
ing so that it has sufficient funds to cover its expenses. It needs employees 
to receive deliveries of new DVDs, organize them, and serve customers. It 
needs suppliers to supply the DVDs. Finally, the business needs customers 
to generate revenue. 

interaction among Stakeholders The interaction among a firm's owners, em¬ 
ployees, customers, suppliers, and creditors is illustrated in Exhibit 1.2. 
Managers decide how the funds obtained from owners, creditors, or sales 
to customers should be utilized. They use funds to pay for the resources 
(including employees, supplies, and machinery) needed to produce and 
promote their products. They also use funds to repay creditors. The money 
left over is profit. Some of the profit (or earnings) is retained and rein¬ 
vested by the firm. Any remaining profit is distributed as dividends, or in¬ 
come that the firm provides to its owners. 


Products or 
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Decision Making 


4 

Describe the business 
environment to which 
a firm is exposed. 


demographics 

characteristics of the human pop¬ 
ulation or specific segments of the 
population 


How Business Decisions Affect Stakeholders 

T he decisions of a business affect its performance, which in turn affects all of its stake¬ 
holders. Consider 4 Eyes DVD introduced earlier. If it makes good business decisions, 
its profits will be higher, and the entrepreneur who owns the business will receive higher 
profits. It will have sufficient revenue to pay any interest expenses on loans from creditors. 
It can afford to pay reasonable compensation to its employees and may even want to hire 
more employees if it expands over time. It can afford to continue to pay its suppliers (the 
firms that sell it DVDs) and will be able to order more supplies in the future. 

1. Explain how the decision to borrow too much money might prevent 4 Eyes DVD from 
satisfying its stakeholders. 

2. lftheownerof4 Eyes DVD hires his sons as employees and pays them excessive 
salaries, how would this affect the other stakeholders? 

ANSWERS: 1. It may be unable to pay its interest expenses on the loan each month.The business would fail, and any pay¬ 
ments to employees, suppliers, or even the entrepreneur (as income) would be discontinued. 2. Because of overpaying 
those employees, 4 Eyes DVD may not have sufficient funds for its other stakeholders. 


The Business Environment 


The success of a business is generally dependent on the business environ¬ 
ment. Even after a business is created, its entrepreneurs and managers 
must continually monitor the environment so that they can anticipate how 
the demand for its products or its cost of producing products may change. 
The business environment can be segmented into the following parts: 

► Social environment 

► Industry environment 

► Economic environment 

► Global environment 

Social Environment 

The social environment, which includes demographics and consumer pref¬ 
erences, represents the social tendencies to which a business is exposed. 
The demographics, or characteristics of the population, change over time. 
As the proportions of children, teenagers, middle-aged consumers, and 
senior citizens in a population change, so does the demand for a firm's 
products. Thus, the demand for the products produced by a specific busi¬ 
ness may increase or decrease in response to a change in demographics. 
For example, an increase in the elderly population has led to an increased 
demand for many prescription drugs. 

Changes in consumer preferences over time can also affect the demand 
for the products produced. Tastes are highly influenced by technology. 
For example, the availability of pay-per-view television channels may 
cause some consumers to stop renting DVDs. The ability of consumers 
to download music may cause them to discontinue their purchases of 
CDs in retail stores. As technology develops, demand for some products 
increases, while demand for other products decreases. Many businesses 
closely monitor changes in consumer preferences so that they can accom- 
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modate the changing needs of consumers and increase their profitability as 
a result. 

Industry Environment 

The industry environment represents the conditions within the firm's in¬ 
dustry to which the firm is exposed. The conditions in each industry vary 
according to the demand and the competition. Firms benefit from being in 
an industry that experiences a high consumer demand for its products. For 
example, the demand for cell phones is very high. However, industries that 
have a high demand for their products also tend to have substantial com¬ 
petition because many firms enter the industry. Intense competition is 
good for consumers because it forces firms to keep their prices relatively 
low in order to compete. For firms, however, competition may result in 
lower revenue and, therefore, lower profits. 

Economic Environment 

Economic conditions have a strong impact on the performance of each 
business. When the economy is strong, employment is high, and compen¬ 
sation paid to employees is also high. Since people have relatively good in¬ 
come under these conditions, they purchase a large amount of products. 
The firms that produce these products benefit from the large demand. 
They hire many employees to ensure that they can produce a sufficient 
amount of products to satisfy the demand. They can also afford to pay high 
wages to their employees. 

When the economy is weak, firms tend to lay off some of their em¬ 
ployees and cannot afford to pay high wages. Since people have relatively 
low income under these conditions, they purchase a relatively small 
amount of products. The firms that produce these products are adversely 
affected because they can not sell all the products that they produce. Con¬ 
sequently, they may need to lay off some employees. Under these circum¬ 
stances, some firms fail, and all of their employees lose their jobs. The 
unemployment rate rises as a result. The economic environment is more 
fully described in Chapter 3. 

Global Environment 

The global environment may affect all firms directly or indirectly. Some 
firms rely on foreign countries for some of their supplies or sell their prod¬ 
ucts in various countries. They may even establish subsidiaries in foreign 
countries where they can produce products and sell them. Even if a firm is 
not planning to sell its products in foreign countries, it must be aware of 
the global environment because it may face foreign competition when it 
sells its products locally. 

Furthermore, global economic conditions can affect local economic 
conditions. If economic conditions weaken in foreign countries, the foreign 
demand for U.S. products will decrease. Consequently, sales by U.S. firms 
will decrease, and this may result in some layoffs. The general income level 
in the United States will decline, and U.S. consumers will have less money 
to spend. The demand for all products will decline, even those that are sold 
only in the United States. Thus, even firms that have no international busi¬ 
ness can be affected by the global environment. The global environment is 
described more fully in Chapter 4. 
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Decision Making 



Describe the key types 
of business decisions. 


management 

means by which employees and 
other resources (such as machin¬ 
ery) are used by the firm 



Responding to the Business Environment 

R ecall that 4 Eyes DVD was created because there was very limited competition for DVD 
rentals in the town. The business environment can change over time, however, and 
firms will have to respond to those changes in order to survive. 

1. Suppose that the social environment changes such that consumers prefer pay-per-view 
television to renting DVDs. How will the profits of 4 Eyes DVD be affected? 

2. Suppose that a new DVD rental outlet opens in the center of town. How will the profits 
of 4 Eyes DVD be affected? 

3. What can 4 Eyes DVD do to counter a new competitor? 


ANSWERS: 1 .The change in the social environment will reduce consumer demand for DVD rentals, which will reduce the rev¬ 
enue and therefore the profits of 4 Eyes DVD. 2. The opening of a new DVD rental outlet will reduce the revenue and profits 
of 4 Eyes DVD. 3.4 Eyes DVD can counter a new competitor by reducing its prices on its DVD rentals and by offering other 
products such as DVDs for sale. However, the effectiveness of these strategies may depend on the prices charged by the new 
competitor. 


Key Types of Business Decisions 


The key types of decisions involved in running a business can be classibed 
as management, marketing, and bnance decisions. Management is the 
means by which employees and other resources (such as machinery) are 
used by the firm. Marketing is the means by which products (or services) 
are developed, priced, distributed, and promoted to customers. Finance 
is the means by which firms obtain and use funds for their business 
operations. 

A firm's decisions are commonly based on data and information, which 
are provided by its accounting and information systems. Accounting is the 
summary and analysis of the firm's financial condition and is used to make 
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marketing 

means by which products (or 
services) are developed, priced, 
distributed, and promoted to 
customers 

finance 

means by which firms obtain 
and use funds for their business 
operations 

accounting 

summary and analysis of the 
firm's financial condition 

information systems 

include information technology, 
people, and procedures that work 
together to provide appropriate 
information to the firm's employ¬ 
ees so they can make business 
decisions 


various business decisions. Information systems include information tech¬ 
nology, people, and procedures that provide appropriate information so 
that the firm's employees can make business decisions. Business majors 
take courses in management, marketing, and finance so that they can un¬ 
derstand the key decisions made by a business and how to make these de¬ 
cisions. They take courses in accounting and information systems so that 
they can understand how to analyze data and use their analysis to make 
decisions. 

How Business Decisions Affect Performance 

Examples of management, marketing, and finance decisions are provided 
in Exhibit 1.3. Notice from this exhibit that management decisions focus 
on the use of resources, marketing decisions focus on the products, and 
finance decisions focus on obtaining or using funds. 

As mentioned earlier, a firm's performance is commonly measured by 
its earnings (or profits). The effect that each type of business decision has 
on a firm's earnings is illustrated in Exhibit 1.4. Since management deci¬ 
sions focus on the utilization of employees and other resources, they affect 
the amount of production expenses incurred. Since marketing decisions 
focus on strategies that will make the product appealing to customers, they 
affect the firm's revenue. Marketing decisions also influence the amount 
of expenses incurred in distributing and promoting products. Since finance 
decisions focus on how funds are obtained (borrowing money versus issu¬ 
ing stock), they influence the amount of interest expense incurred. As the 
management, marketing, and finance decisions affect either a firm's rev¬ 
enue or expenses, they affect the earnings and therefore the performance 
of the firm. 

Although some decisions focus on only one function, many decisions 
require interaction among management, marketing, and finance. For ex¬ 
ample, production managers of a cell phone manufacturer receive sales 
projections from the marketing managers to determine how much of 
the product to produce. The finance managers must receive the planned 


Exhibit 1.3 

Common Business Decisions 



3. Should the firm invest funds in a new business project that has recently been proposed (such as expansion of its exist¬ 
ing business or development of a new product), or should it use these funds to repay debt? 
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Exhibit 1.4 

How Business Decisions 
Affect a Firm's Earnings 



production volume from the production managers to determine how 
much funding is needed. 

How Some Business Functions Enhance Decision Making 

Proper business decisions rely on accounting and information systems. 

Accounting Managers of firms use accounting to monitor their operations 
and to report their financial condition to their owners or employees. They 
can also assess the performance of previous production, marketing, and 
finance decisions. They may even rely on accounting to detect inefficient 
uses of business resources that can be eliminated. Consequently, a firm's 
accounting function can be used to eliminate waste, thereby generating 
higher earnings. 

Information Systems Firms use information systems to continually update 
and analyze information about their operations. This information can be 
used by the firm's managers to make business decisions. In addition, the 
information can be used by any employee within the firm who has access 
to a personal computer. For example, FedEx uses information on its com¬ 
puter system to track deliveries and determine when packages will arrive 
at their destination. 

Applying the Key Types of Decisions to a Single Business 

To illustrate the key types of business decisions, reconsider the example of 
the DVD rental business. The management decisions of this business de¬ 
termine how its employees and other resources should be used. The typi¬ 
cal management decisions of this firm are: 

► How many employees should it hire? 

► What salary should it pay each employee? 

► What should be the job description of each employee? 

► To whom should each employee report within the business? 

► How should the business motivate its employees to perform well? 

► How should it use the space in its store? 

► Should it charge a late fee? 
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The marketing decisions of the DVD rental business determine how the 
DVD rentals should be priced, distributed, and promoted. The typical mar¬ 
keting decisions of this firm are: 

► What is the profile of the typical customer who will rent its DVDs? 

► Should it charge a membership fee to rent DVDs? 

► What price should it charge per rental? 

► Should it allow a discount for frequent customers? 

► Should it consider distributing DVD rentals by delivery or through 
the Internet? 

► Should it advertise its business? If so, where should it advertise? 

The finance decisions of the DVD rental business determine how it obtains 
funds and uses the funds it obtains. The typical finance decisions of this 
firm are: 

► How much money should it borrow? 

► Where should it apply to obtain a loan? 

► Should it use some of the borrowed funds to expand? 

► How can it expand its business so that its value will increase? 

The DVD rental business relies on accounting and information systems to 
report its financial condition on a periodic basis. This information would be 
used to help make some of the decisions described above. For example, by 
monitoring how its revenue changes in response to a change in the mem¬ 
bership fee, the business can decide what fee is most appropriate. Its deci¬ 
sion about how much money to borrow is based on how much money it 
has (as reported by the accounting function) versus what it needs to meet 
its business objectives. 

Results of Bad Business Decisions 

When firms make bad decisions, their performance suffers. Exhibit i.5 
provides examples of how bad management, marketing, or finance deci¬ 
sions can result in poor performance. In each example, the bad decision 


Decision Making Integrating Business Functions 

M any business functions are integrated, meaning that one function is dependent on 
other functions. Consider the case of 4 Eyes DVD. The management decision about 
how much space to rent will influence the finance decision about of how much money the 
business needs to borrow, because renting a larger store will be more costly and require 
more financing. Its marketing decision regarding pricing and advertising may affect the 
demand for its DVD rentals. If the demand is high, the store will require more employees to 
provide customer service. Thus, the marketing decision influences the management deci¬ 
sion of how many employees to hire. 

1. Explain whether the management decisions of 4 Eyes DVD affect its revenue or its 
expenses, or both. 

2. Explain whether the firm's marketing decisions affect its revenue or its expenses, 
or both. 


ANSWERS: 1. Most management decisions affect the firm's level of expenses, but they can also have an impact on the service 
to customers and therefore may affect the revenue as well. 2. Most marketing decisions affect the firm's level of expenses, 
but they can also affect revenue because they are typically intended to increase sales volume and therefore revenue. 
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Exhibit 1.5 

How Bad Business Decisions 
Affect the Profits Earned 
by the Owners 



leads to either a reduction in revenue or higher-than-necessary expenses 
and, therefore, results in lower profits. 


Preview of This Text 


The focus of this text is on decision making by a business, and the chapters 
are organized with this focus in mind. A broad overview of the text is pro¬ 
vided in Exhibit 1.6. A firm needs to understand its environment before it 
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Exhibit 1.6 

Overview of the Text 



can make business decisions. Accordingly, Part I contains chapters on busi¬ 
ness ethics, the firm's social responsibility to its environment (Chapter 2), 
the economic environment (Chapter 3), and the global environment 
(Chapter 4). 

Part II is focused on creating a business. It contains chapters on select¬ 
ing a form of business organization (Chapter 5) and entrepreneurship 
(Chapter 6). These chapters explain how a business is created and discuss 
the initial planning decisions that are necessary to guide the business to¬ 
ward profitability. 

Part III describes how to manage business operations, with chapters on 
effective management (Chapter 7), the organizational structure of a busi¬ 
ness (Chapter 8), and improving productivity and quality (Chapter 9). 
These chapters explain the organization of jobs within the firm, the se¬ 
quence of production tasks, and the methods of improving quality. 

Part IV describes how to manage employees, with chapters on moti¬ 
vating employees (Chapter 10) and hiring, training, and performance 
evaluation (Chapter 11). A hrm is only as strong as its employees, and 
these chapters discuss how a firm's treatment of its employees can improve 
its performance. 

Part V is focused on marketing, with chapters on creating and pricing 
products (Chapter 12), distributing products (Chapter 13), and promoting 
products (Chapter 14). These chapters cover all the major decisions that 
are intended to make products and services attractive and accessible to 
customers. 

Part VI is focused on financial management, with chapters on ac¬ 
counting (Chapter 15), financing (Chapter 16), and expanding the busi¬ 
ness, (Chapter 17). These chapters explain how a firm's financial condi¬ 
tion is reported, how firms obtain funds, and how firms decide to use 
funds. 

To illustrate how these parts fit together, consider how the DVD rental 
business mentioned earlier could apply the parts of this text: 

► Apply Part I concepts to: 

► Determine if the DVD rental service faces much competition. 

► Decide whether the economic environment is favorable (whether 
customers can afford to rent DVDs). 
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► Apply Part II concepts to: 

► Help the owner decide whether to own the business by himself or 
invite other partners to share ownership. 

► Develop long-term business goals regarding the DVD rental busi¬ 
ness and a broad plan to achieve those goals. 

► Apply Part III concepts to: 

► Recognize the skills needed to organize the DVD rental 
operations. 

► Decide on the different job descriptions of the employees hired 
and to whom each position reports. 

► Decide how to improve the DVD rental process over time. 

► Apply Part IV concepts to: 

► Determine how to motivate employees so that they perform their 
duties properly. 

► Use proper screening to hire employees, and effectively train and 
evaluate the employees hired. 

► Apply Part V concepts to: 

► Use the firm's reputation to offer additional services. 

► Consider alternative ways of making the DVD rental service ac¬ 
cessible to customers. 

► Promote the DVD rental service to attract more customers. 

► Apply Part VI concepts to: 

► Measure the recent performance and financial condition of the 
DVD rental business. 

► Decide how to obtain funds to finance business expansion. 

► Consider various ways of restructuring the DVD rental business to 
improve its performance. 


College Health Club: Business Decisions at 

College Health Club 



Many of the key concepts in this text are applied to one small business (a health club) in a 
feature that appears in every chapter. The applications demonstrate how business deci¬ 
sions are made and how they are related. They also show that even the smallest business 
must make decisions about all types of business functions. 

Sue Kramer recently graduated with a degree in business from Texas College in Dallas, 
Texas. She has always wanted to own and manage a business. Throughout her college 
years, she belonged to Energy Health Club, a 20-minute drive from the college campus. 
She noticed that many other students from Texas College were members of this club. She 
also knew other students who wanted to join a health club, but lived on campus and did 
not have a car. There was a health club called Magnum Club in the shopping mall just 
across the street from the college, but it was very expensive and focused on personal train¬ 
ing. Magnum Club recently closed those facilities and moved to a downtown location far 
from Texas College. 

For some time, Sue has considered opening a health club next to theTexas College 
campus that would cater to students. Shortly after graduation, Sue distributed a survey to 
hundreds of students at the college to determine whether they would be interested in 
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joining a health club and what types of facilities and equipment they would desire. Now 
that Magnum Club has moved, there are no health clubs very close to campus. The shop¬ 
ping center where Magnum Club was located is a perfect location for a health club cater¬ 
ing to students because students frequently go to stores in that center. 

Sue is motivated to start the health club business because she believes that she 
satisfies all three conditions necessary to make the business successful. First, there is a de¬ 
mand for the service. Second, her business could attract customers because there is not 
much competition nearby. Third, she has the business skills that would allow her to run 
the business efficiently and keep expenses low. 

Sue must consider how the business environment could affect her health club. She 
believes that the social environment is favorable because students are conscious about 
fitness. She also believes that industry conditions are favorable because there is no longer 
any competition near the college campus. 

Near the end of each chapter, the key concepts of the chapter will be applied to de¬ 
velop the health club business. As a preview, Sue will establish ethical guidelines for her 
business (Chapter 2) and consider the economic (Chapter 3) and global environment 
(Chapter 4) surrounding her business. Next, she will select a form of business organization 
(Chapter 5) and use her entrepreneurial skills to develop goals and a broad plan for her 
business (Chapter 6). Then she will make decisions about the management of the firm's 
operations (Chapters 7-9), managing employees (Chapters 10-11), marketing (Chap¬ 
ters 12-14), and financial management (Chapters 15-17). By the end of the text, Sue will 
have covered all the major decisions regarding how to run her health club. 
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Summary 


Businesses are established to 
serve the needs of consumers. En¬ 
trepreneurs are encouraged to start 
a business because they can earn in¬ 
come (profits) if their business is 
successful. They are motivated to 
make decisions that will increase 
business revenue and keep expenses 
low so that they can earn high 
profits. The creation of successful 
businesses can be beneficial to the 
entrepreneurs and other owners 
who earn profits, the employees 
who are paid income, and the con¬ 
sumers whose needs are satisfied. 
You can profit from an understand¬ 
ing of business even if you do not 
plan to run a business because the 
knowledge may help you succeed in 
your job position, in your career 
path, or even from investing in a 
business. 

Businesses use factors of pro¬ 
duction such as natural resources 
(land), human resources, capital (in¬ 
cluding technology), and entrepre¬ 
neurship. They use land to establish 


a location for producing or selling 
products; they use human resources 
to perform the production and make 
other business decisions. They rely 
on capital to produce their products. 
They rely on entrepreneurship for 
guidance at the time they are cre¬ 
ated and as they evolve. 

El The key stakeholders in a busi¬ 
ness are owners, creditors, employ¬ 
ees, suppliers, and customers. The 
owners invest in the firm, while 
creditors lend money to the firm. 
Employees are hired to conduct the 
firm's business operations efficiently 
in order to satisfy the owners. Sup¬ 
pliers provide the materials that the 
firm needs to produce its product. 

El 

■H Businesses are exposed to the 
social, industry, economic, and 
global environments. They monitor 
the social environment to anticipate 
changes in the demand for their 
products in response to changing 
demographics and changing prefer¬ 
ences of consumers. They monitor 


the industry environment to assess 
the level of competition. They moni¬ 
tor the economic and global envi¬ 
ronments to anticipate how the local 
global economies may affect the de¬ 
mand for their products. 

Ill The key types of business deci¬ 
sions are management, marketing, 
and finance decisions. Management 
decisions determine how the firm's 
resources are allocated. Marketing 
decisions determine the product to 
be sold, along with the pricing, dis¬ 
tribution, and promotion of that 
product. Finance decisions deter¬ 
mine how the firm obtains and in¬ 
vests funds. Business decisions are 
improved as a result of accounting 
and information systems. Account¬ 
ing is used to monitor performance 
and detect inefficient uses of re¬ 
sources in order to improve business 
decisions. Information systems pro¬ 
vide the firm's employees with infor¬ 
mation that enables them to im¬ 
prove business decisions. 



Key Terms 


accounting 21 
capital 7 
creditors 14 
demographics 18 
dividends 17 
electronic business 
(e-business) 7 
electronic commerce 
(e-commerce) 7 


entrepreneurs 9 
entrepreneurship 9 
finance 21 
human resources 7 
information systems 21 
information technology 7 
management 20 
managers 15 
marketing 21 


natural resources 6 
nonprofit organization 5 
stakeholders 11 
stock 12 

stockholders (shareholders) 12 
technology 7 


Review & Critical Thinking Questions 


1. Describe the roles of the five key 
stakeholders in a business. 

2. Explain how and why the 


ownership of a business may 
spread. 

3. What is information technology? 


Why has information technology 
recently received so much atten¬ 
tion in business? 
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4. If you were to start your own 
business, what are the key types 
of decisions needed to operate 
the business? Provide examples 
for each type of business 
decision. 

5. Discuss the economic, industry, 
and global environments and 
explain how they may affect the 
business environment. 

6. Why is a business concerned 
with stakeholders other than the 
owners? 


7. Explain why a business must as¬ 
sess its social environment. 

8. Discuss the influence the gov¬ 
ernment has on the profit 
motive. 

9. How are nonprofit organizations 
and for-profit businesses similar? 
How do they differ? 

10. What are three examples of 
capital used as a factor of 
production? 


11. Explain why people are willing 
to be entrepreneurs, even 
though they might potentially 
lose all the money that they 
invest in the business. 

12. How can having considerable ex¬ 
perience in running a business 
be beneficial to small business 
owners? 


Discussion Questions 


1. Assume you are in a rock band 
that performs at the college you 
attend. Is a product or a service 
being provided? Is the manage¬ 
ment function more or less im¬ 
portant than the marketing 
function for your band? 

2. You are planning to open your 
own music store in a local mall. 
Discuss this statement: "The cus¬ 
tomer is king." 

3. Assume you are about to launch a 
business. You believe employees 


do not work as hard as owners do; 
therefore, you do not need them. 
In addition, you do not believe in 
keeping financial records and will 
therefore not need an accountant 
for your business. Discuss. 

4. You currently work for a large 
company, but you consider start¬ 
ing a nonprofit organization to 
provide books for children in poor 
countries. What kinds of differ¬ 
ences should you expect in man¬ 
aging the nonprofit? 


5. You decide that you want to in¬ 
clude other investors as owners of 
your firm. What might be the ad¬ 
vantages and disadvantages of 
doing so? 

6. You attempt to obtain the lowest 
possible rent on your new busi¬ 
ness and locate in an area that 
gets very little traffic. Why might 
it be preferable to open the busi¬ 
ness in a busy part of town even if 
the rent is higher? 


It’s Your Decision: Business Decisions at CHD 

1. Why would Sue attempt to obtain funds from a creditor rather than allow a second 
owner to invest equity funds? 

2. Assume that the enrollment at Texas College is expected to grow by 10 percent each 
year. How will this affect CHC's estimated earnings? 

3. Who are the stakeholders of CHC? 

4. How can Sue use information technology to improve her business's performance? 

5. How might Sue take advantage of demographic changes such as the aging of the U.S. 
population to improve CHC's performance? 

6. CHC's performance can be measured by its earnings (before taxes), which are equal to 
its revenue minus expenses. CHC's revenue and expenses are subject to uncertainty. 
How will CHC's earnings before taxes be affected if revenue is less than expected? How 
will CHC's earnings before taxes be affected if expenses are more than expected? 

7. A health club differs from manufacturing firms in that it produces a service rather than 
products. To produce their products, most manufacturing firms require machinery as 
well as production facilities. Do you thinkthat small manufacturing firms would typi¬ 
cally require more or less financing than a health club? Explain. 
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Investing in a Business 


The following exercise allows you to apply the key con¬ 
cepts covered in each chapter to a firm in which you are 
interested. 

If you had funds available right now to purchase 
the stock of a firm, which stock would you purchase? 
Record the price of that stock by reviewing today's stock 
quotations in your local paper or at a financial website. 
Your instructor may explain how to find these quotes. If 
the stock was issued by a large U.S. firm, it is probably 
listed on the New York Stock Exchange (NYSE). Other¬ 
wise it may be on the American Stock Exchange 
(AMEX) or on the over-the-counter exchange, which 
includes Nasdaq. 

Record the following information: 

Name of the stock_ 

Q Today's date_ 

Q Present stock price per share_ 

Q Annual dividend per share_ 

Standard & Poor's (S&P) 500 index_ 

The stock quotations provide the price and dividend in¬ 
formation for each stock. 


The S&P 500 index is based on the stock prices of 
500 large firms. It indicates the general level of stock 
prices and is quoted in the section of the newspaper 
that provides stock price quotations. It also serves as a 
benchmark with which you can compare your stock's 
performance at the end of the term. For each chapter, 
"Investing in a Business" will allow you to determine 
how the key concepts apply to that firm. You will need 
the firm's annual report, which can often be found on 
the firm's website or can be ordered by calling or writ¬ 
ing to the firm's shareholder relations department. For 
your information, Appendix B (near the end of this 
text) provides a background on investing in stocks. 

You should also monitor how the price of your stock 
moves over time in response to specific conditions. This 
will help you recognize the factors that can affect the 
firm's stock price (and therefore its value). At the end of 
the school term, the "Investing in a Business" project at 
the end of the last chapter will help you determine the 
performance of your investment. 


The Stock Market Game 


Many firms are owned by individuals such as yourself 
who buy stock. When individuals buy stock, they be¬ 
come partial owners of the firm, but they must rely on 
the firm's managers to manage the firm. Investors at¬ 
tempt to invest in firms that have much potential to 
perform well in the future. If a firm's performance 
improves, its value increases, and its stock price should 
increase as well. Here is an opportunity for you to test 
your skills at selecting stocks. 

Instructions 

This investment game will allow you to monitor how 
the value of stocks can change during the school term. 

It will help you understand how managers of firms can 
use the concepts in this text to increase firm value. 

Assume that you have $10,000 and can invest the 
money in the stock of one firm. Use the stock quota¬ 
tions section of your local newspaper or a financial web¬ 
site (such as http://finance.yahoo.com) to select a firm, 
and identify the stock here: 

Firm that you select:_ 

Prevailing price of the stock:_ 


Since you have $10,000 to invest, the number of shares 
that you can buy is $ 10,000/price per share =_. 

Some stocks pay a dividend, which is shown next to the 
stock price in the stock quotations. The dividend is nor¬ 
mally quoted on an annualized basis and is paid four 
times a year, so assume that you receive one dividend 
payment over the school term (one-fourth of the an¬ 
nual dividend). 

Dollar Amount l Dividend Payment') I Number of Shares) 
of Dividend Payment — ' per Share ' X ' That You Own ' 

At the beginning of the school term, you can fill in rows 
2 through 4 in the table below. At the end of the school 
term, you will sell your shares to determine how your 
investment performed. At that time, you can determine 
your return on your investment by filling in rows 5 
through 8 in the table. 

Q| Your initial investment $10,000 

Q Amount of shares purchased _ 

Q Dividend per share received _ 

Q Dollar amount of dividends received 

(equal to row 2 X row 3) _ 
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Q Stock price at end of school term 

when you sell the stock _ 

Q Dollar amount received from selling 

the stock (equal to row 2 X row 5) _ 

H Total amount of dollars you have 
at the end of the school term 
(equal to row 4 + row 6) _ 

Q RETURN ON YOUR INVESTMENT 

[equal to (row 7 — row l)/row 1] _ 

At the end of the semester, students can compare their 

return on investment. 


The professor may revise the investment game to al¬ 
low each student to purchase more than one stock. The 
professor may also offer a reward for the students who 
achieve the best performance. 

At any time during the school term, you can use 
financial websites such as http://finance.yahoo.com to 
monitor the stock price and news regarding the stock 
that you selected. If you notice a large change in the 
stock price on a particular day, review the news about 
the stock to determine what caused the large change in 
its price. 


Case: How Yahoo! Created a Business 


Yahool's original owners were students who created in¬ 
formational websites as a hobby. They realized how valu¬ 
able this service was to people and turned their hobby 
into a business. Yahoo! has become a very successful 
business over a short period of time. It has expanded the 
information it provides on its website to include stock 
quotations, sports, weather, yellow pages, and business 
news. Its popularity has generated revenue from firms 
that pay Yahoo! to advertise their products on its website. 
Yahoo! is continually changing its website to provide ad¬ 
ditional information. It attempts to offer whatever infor¬ 
mation customers want so that it will become even more 
popular and attract even more advertising revenue. It re¬ 
lies on customer feedback to determine what customers 


like about its website. It receives a substantial amount of 
immediate feedback every day in the form of e-mail from 
its customers. 

Questions 

Q What does Yahoo! produce, and how does it gener¬ 
ate revenue? 

Q Given that Yahoo !'s business seems to be working, 
why is it still necessary for Yahoo! to focus on con¬ 
tinual improvement based on feedback from its 
customers? 

Q Why might YahooTs business change over time? 


Video Case: Burton Snowboards 


Burton Snowboards is a manufacturer of snowboards 
and snowboarding-related gear, including boots, bags, 
gloves, and other accessories. It was founded in 1977 by 
Jeff Burton, an avid snowboarder, to provide products 
that meet the needs of snowboarders. Though Burton 
began as a snowboarding manufacturer, its product line 
now includes weatherproof clothes, boots, and a variety 
of snowboarding gear as well as snowboards. Today, Bur¬ 
ton is a premier producer of snowboards and related 
products and has operations and stores around the 
world. You can get more information on Burton Snow¬ 
boards at http://www.Burton.com. 


Questions 

Q What external factors make Burton successful? 

What kinds of social trends influence Burton's 
success? What demographic trends affect Burton's 
success? 

Q What decisions might Burton make regarding mar¬ 
keting to different kinds of customers? 

Q What technological trends does Burton incorporate 
into its products? 

Q How does Burton respond to changes in the global 
environment to be successful? 

Q If competitors are able to copy Burton's designs, how 
might this affect Burton's performance? 
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Internet Applications 


1. http://www.sba.gov 

What are some of the services provided by the Small 
Business Association? What kinds of training do you 
think would be most effective for people starting busi¬ 
nesses? Do you think a website like this would be a use¬ 
ful resource for new entrepreneurs? 

2. http://www.censusscope.org 

What kinds of demographic trends do you observe from 
this website? What kinds of trends might be useful to 


an entrepreneur? Do any of these demographic trends 
help you to consider business ideas? 

3. http://finance.yahoo.com 

What kinds of information can you get about compa¬ 
nies at this website? Type in a ticker symbol and look at 
the information provided. 


Dell's Secret to Success 


POLL 


Go to http://www.reportgallery.com and review Dell's 
most recent annual report. Also, go to Dell's website 
(http://www.dell.com) and in the section "about Dell," 
review the background material about Dell that relates 
to this chapter. 

Questions 

Q When Michael Dell started the busines in 1984, he 
focused on building relationships directly with cus¬ 
tomers, as explained on Dell's website. Explain how 


this business idea differed from those of other com¬ 
puter manufacturers. 

Q How does Dell describe its goals in its annual report 
as they relate to its customers? To its employees? To 
its shareholders? Are these goals related? Explain. 

Q What type of stakeholders is Dell trying to reach 
with its annual report? How do Dell's stockholders 
gain from the attention that Dell gives to its cus¬ 
tomers and its employees? 
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True or False 

1. Creditors organize, manage, and assume the risks of 
the business. 

2. The goal of a firm's management is to maximize 
the firm's value, which is in the best interests of the 
firm's owners. 

3. A firm must satisfy its customers by providing the 
products or services that customers desire at a rea¬ 
sonable price. 

4. Dividend payments are made to repay loans from 
creditors. 

5. A firm's earnings (or profits) are equal to its revenue 
plus its expenses. 

6. Firms use information systems primarily to deter¬ 
mine how to finance their businesses. 

7. Managers use accounting to monitor and assess 
the performance of a business. 

8. A creditor is a person or institution that lends 
money to a firm. 

9. Assessing the business environment includes 
information from industry, economic, and global 
environments. 

10. The term stakeholders of a firm refers only to 
stockholders. 

Multiple Choice 

11. An enterprise that provides products or services 
that customers desire is a(n): 

a) institution. 

b) philanthropy. 

c) market. 

d) agency. 

e) business. 


12. The_are typically responsible for creating the 

business idea. 

a) owners 

b) creditors 

c) couriers 

d) employees 

e) customers 

13. Most business owners would agree that the follow¬ 
ing characteristics motivated them to start their 
own business except: 

a) earning large incomes. 

b) being their own boss. 

c) challenge. 

d) prestige associated with owning a business. 

e) risk. 

14. The stakeholders of a firm include all of the follow¬ 
ing except: 

a) owners. 

b) creditors. 

c) employees. 

d) suppliers. 

e) government officials. 

15. When an entrepreneur allows other investors to 
invest in the business, they become: 

a) creditors. 

b) brokers. 

c) employees. 

d) sponsors. 

e) stockholders. 

16. A certificate of ownership of a business is a: 

a) bond. 

b) stock. 

c) mutual fund. 

d) co-article. 

e) contract. 
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17. Many firms that need funds borrow from financial 
institutions or individuals called: 

a) debtors. 

b) creditors. 

c) collateral. 

d) joint ventures. 

e) investors. 

18. Employees responsible for making key business 
decisions are: 

a) stockholders. 

b) owners. 

c) managers. 

d) business agents. 

e) creditors. 

19. All of the following describe the products or ser¬ 
vices provided by successful firms except: 

a) obsolete. 

b) reasonably priced. 

c) adequate quality. 

d) desired by customers. 

e) customer satisfying. 

20. A nonprofit organization is one that: 

a) has a profit motive. 

b) does not have stakeholders. 

c) invests only in technology products. 

d) serves a specific cause. 

e) is not run like a business. 

21. A factor that contributes to business failure is: 

a) employing too many human resources. 

b) investing in marketing. 

c) investing in technology. 

d) producing high-quality products. 26. 

e) having an attractive location. 


22. Business decisions regarding which products are 

created, priced, distributed, and promoted to cus¬ 
tomers are_decisions. 

a) finance 

b) information systems 

c) accounting 

d) management 

e) marketing 

23. The expenses associated with transactions between 
firms have been reduced by: 

a) accounting transaction systems. 

b) systems engineering. 

c) environmental assessments. 

d) business-to-business e-commerce. 

e) feasibility studies. 

24. Business decisions involving the efficient use of em¬ 

ployees and other resources (such as machinery) 
are_decisions. 

a) finance 

b) accounting 

c) management 

d) information systems 

e) marketing 

25. Business decisions that focus on strategies to make 

the product more appealing to customers and 
improve the firm's revenue are_decisions. 

a) production 

b) marketing 

c) manufacturing 

d) personnel 

e) finance 

_gather(s) information about a firm and then 

provide(s) that information to management for use 
in decision making. 

a) Management 

b) Information systems 

c) Economics 

d) Finance 

e) Marketing 
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27. _summarize(s) the firm's financial condition 

for use in making various business decisions. 

a) Accounting 

b) Information systems 

c) Production 

d) Marketing 

e) Management 

28. Business decisions involving how to obtain the 

necessary funds to be used by the firm are_ 

decisions. 

a) finance 

b) marketing 

c) accounting 

d) information systems 

e) management 

29. Managers rely on_to detect the inefficient use 

of resources. 

a) owners 

b) creditors 

c) marketing research 

d) marketing mix studies 

e) accounting data 

30. The purpose of an industry business environmental 
assessment is to determine the: 

a) degree of competition. 

b) inflation rate. 

c) unemployment rate. 

d) population growth. 

e) economic growth. 

31. The key types of business decisions can be classi¬ 
fied as management, marketing, and: 

a) accounting. 

b) production. 

c) inventory. 

d) finance. 

e) information systems. 


32. The uncertainty of future earnings is: 

a) capitalization. 

b) incentive. 

c) risk. 

d) hazard. 

e) venture finance. 

33. The_environment includes changes in con¬ 

sumer preferences overtime. 

a) industry 

b) social 

c) economic 

d) global 

e) retail 

34. Stakeholders who provide materials to produce 
products are: 

a) owners. 

b) creditors. 

c) employees. 

d) suppliers. 

e) customers. 

35. The profit motive is influenced by the government 
because: 

a) governments of free-market economies encour¬ 
age the profit motive. 

b) businesses are owned by the government. 

c) governments of free-market economies discour¬ 
age the profit motive. 

d) governments are shareholders of the firm. 

e) governments buy businesses from individuals. 








Chapter 


The Learning Goals 
of this chapter are to: 


Businesses like this one need 
to balance their obligations to 
customers, employees, investors, 
and creditors. 


Describe the responsibilities of firms 
to the environment. 


Describe the responsibilities of firms 
to their communities. 


Describe the responsibilities of firms 
to their customers. 

H 

■ 

Describe the responsibilities of firms 

2 


to their employees. 

1 

Describe the responsibilities of firms 
to their stockholders. 

3 

Describe the responsibilities of firms 

to their creditors. 

4 



Business Ethics and 
Social Responsibility 


A firm's employees should practice 
business ethics, which involves fol¬ 
lowing a set of principles when 
conducting business. Each firm has 
a social responsibility, which is the 
firm's recognition of how its busi¬ 
ness decisions can affect society. 
The term social responsibility'^ 
sometimes used to describe the 
firm's responsibility to its commu¬ 
nity and to the environment. How¬ 
ever, it may also be used more 
broadly to include the firm's re¬ 
sponsibility to its customers, 
employees, stockholders, and 
creditors. Although the business 
decisions a firm makes are in¬ 
tended to increase its value, the 
decisions must not violate its 
ethics and social responsibilities. 

Cool Jewel Company produces 
and sells costume jewelry for chil¬ 
dren and teenagers. Much of its 
jewelry is made in Asian and Latin 
American countries, where wages 


Business Ethics 
and Social 
Responsibility 


are very low. It relies on funding 
from large investors and from 
loans by commercial banks. 

Cool Jewel Company is reassessing 
its corporate responsibilities, in 
light of recent media attention fo¬ 
cused on businesses that have not 
fulfilled their corporate responsi¬ 
bilities. Some firms were recently 
criticized for (1) using misleading 
advertising to attract customers, 

(2) mistreating their employees, 
and (3) failing to repay their debts. 
To ensure that it meets its corpo¬ 
rate responsibilities, Cool Jewel de¬ 
cides to develop a formal code of 
ethics. Specifically, it must decide: 

► What is its responsibility to 
customers? 

► What is its responsibility to 
employees? 

► What is its responsibility to its 
investors? 



► What is its responsibility to 
creditors? 

► What is its responsibility to the 
environment and community? 

Cool Jewel's responsibility to its 
customers influences customer 
loyalty and, therefore, affects the 
revenue that it generates. Its rela¬ 
tionship with employees influ¬ 
ences the effort they will exert on 
various tasks, which can also affect 
the revenue generated. 

All businesses must recognize their 
responsibilities to their stakehold¬ 
ers and make decisions that reflect 
these responsibilities. This chapter 
explains how decisions about ethi¬ 
cal and social responsibilities by 
Cool Jewel Company or any other 
firm can be made in a manner that 
maximizes the firm's value. 


Value 
of Firm 
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Out o£ 
Business 


1 


Describe the 
responsibilities 
of firms to their 
customers. 

social responsibility 

a firm's recognition of how its 
business decisions can affect 
society 


OUR CUSTOMERS ARE NOT SATISFIED WITH OUR PRODUCTS 
OUR INVESTORS ARE MOT SATISFIED WITH OUR PERFORMACE. 
SO THERE IS ORLY ONE SOLUTION... GO RND HEW CUSTOMERS 
AND INVESTORS WHO Do Hot KNOW US VERY WELD 




A firm's responsibility to customers goes beyond the provision of products 
or services. Firms have a social responsibility when producing and selling 
their products, as discussed next. 

Responsible Production Practices 

Products should be produced in a way that ensures customer safety. Prod¬ 
ucts should carry proper warning labels to prevent accidents that could re¬ 
sult from misuse. For some products, information on possible side effects 
should be provided. For example, Tylenol gelcaps, Nyquil cough syrup, 
and Coors beer all have warning labels about possible adverse effects. 

Responsible Sales Practices 

Consider the following sales practices that are commonly used. An em¬ 
ployee of a car dealership tries to sell a car at the sticker price to any cus¬ 
tomers who are not aware that the usual selling price is at least $2,000 
below the sticker price. The employee earns a higher commission from 
selling the car at a higher price. A salesperson at a health food store sells 
supplements, claiming that they will build muscle, even though he knows 
the they could have dangerous side effects. A phone company salesperson 
sells a customer a specific plan that appears cheap, but will typically result 
in very high fees because of some requirements that are not disclosed dur¬ 
ing the sale. 

When employees may benefit from commissions, they may be 
tempted to hide the truth in order to sell products or services. There¬ 
fore, firms need guidelines that discourage employees from using overly 
aggressive sales strategies or deceptive advertising. They may also use 
customer satisfaction surveys to ensure that customers were treated 


Out o£ 
Business 


1 


Describe the 
responsibilities 
of firms to their 
customers. 

social responsibility 

a firm's recognition of how its 
business decisions can affect 
society 
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A sampling of warnings used 
on prescriptions. 




MAY CAUSE DROWSINESS. £ 

ALCOHOL MAY INTENSIFY THIS EFFECT. USE CARE WHEN 8 
OPERATING A CAR OR DANGEROUS MACHINERY. 5 


DO NOT DRINK jj 

ALCOHOUC BEVERAGES § 

WHEN TAKING THIS MEDICATION. o 

MEDICATION SHOULD BE & 

TAKEN WITH PLENTY OF * 

cm. WATER I 




WARNING: DO NOT USE WHILE 
YOU ARE BREASTFEEDING. 1 

CONSULT YOUR DOCTOR OR YOUR PHARMACIST. I 

L ADVICE | 

DRUGS. SOME 8 
WON. 5 



properly by salespeople. 
The surveys should be 
conducted after customers 
make a purchase to deter¬ 
mine whether the product 
worked as the salesperson 
said that it would. 

How Firms Ensure 
Responsibility 
toward Customers 

A firm can ensure respon¬ 
sibility toward its cus¬ 
tomers by following these 
steps: 


business responsibilities 

a set of obligations and duties re¬ 
garding product quality and treat¬ 
ment of customers, employees, 
and owners that a firm should 
fulfill when conducting business 


1. Establish a Code of Responsibilities Firms can establish a code of business 
responsibilities that sets guidelines for product quality as well as 
guidelines for how employees, customers, and owners should be 
treated. The pledge (from an annuaf report) by Bristol-Myers Squibb 
Company in Exhibit 2.1 is an example of a code of ethics and respon¬ 
sibilities. Many firms distribute a booklet on ethics and responsibilities 
to all their employees. 


Exhibit 2.1_ 

Excerpts from a Pledge of Ethics and Responsibility by Bristol-Myers Squibb Company 


The Bristol-Myers Squibb Pledge 


TO THOSE WHO USE OUR PRODUCTS ... 

We affirm Bristol-Myers Squibb's commitment to the highest standards of excellence, safety and reliability in everything 
we make. We pledge to offer products of the highest quality and to work diligently to keep improving them. 

TO OUR EMPLOYEES AND THOSE WHO MAY JOIN US ... 

We pledge personal respect, fair competition and equal treatment. We acknowledge our obligation to provide able and 
humane leadership throughout the organization, within a clean and safe working environment. To all who qualify for 
advancement, we will make every effort to provide opportunity. 

TO OUR SUPPLIERS AND CUSTOMERS... 

We pledge an open door, courteous, efficient and ethical dealing, and appreciation of their right to a fair profit. 

TO OUR SHAREHOLDERS... 

We pledge a companywide dedication to continued profitable growth, sustained by strong finances, a high level of 
research and development, and facilities second to none. 

TO THE COMMUNITIES WHERE WE HAVE PLANTS AND OFFICES ... 

We pledge conscientious citizenship, a helping hand for worthwhile causes, and constructive action in support of civic 
and environmental progress. 

TO THE COUNTRIES WHERE WE DO BUSINESS ... 

We pledge ourselves to be a good citizen and to show full consideration for the rights of others while reserving the right 
to stand up for our own. 

ABOVE ALL, TO THE WORLD WE LIVE IN ... 

We pledge Bristol-Myers Squibb to policies and practices which fully embody the responsibility, integrity and decency 
required of free enterprise if it is to merit and maintain the confidence of our society. 
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consumerism 

the collective demand by con¬ 
sumers that businesses satisfy 
their needs 


The code of responsibilities is not intended to cover every possible 
action by a brm that would be unfair to customers. Nevertheless, it 
serves as a guide for the brm to consider when expanding its business. 
For example, consider a brm that implements a code that emphasizes 
safety for customers. Whatever the brm may produce in the future, it 
should always ensure that the products are not harmful. Thus, this 
code does not force the brm to produce any particular product but 
simply ensures that any product will be tested to ensure that it is safe 
for customers. If another provision of the code is honest communica¬ 
tion with customers, then the advertising of all of the firm's products 
should conform to these guidelines. Although some government laws 
prohibit blatantly false advertising, this type of provision within a code 
of ethics and responsibilities would prevent advertising that is decep¬ 
tive. To the extent that the code can enhance a brm's image and cred¬ 
ibility, it may enhance the brm's value. 

2. Monitor Complaints Firms should make sure that customers have a 
phone number that they can call if they have any complaints about the 
quality of the product or about how they were treated by employees. 
The brm can attempt to determine the source of the complaint and en¬ 
sure that the problem does not occur again. Many brms have a de¬ 
partment that receives complaints and attempts to resolve them. This 
step may involve assessing different parts of the production process to 
ensure that the product is produced properly. Or it may require an as¬ 
sessment of particular employees who may be violating the brm's code 
of responsibilities to its customers. 

3. Obtain and Utilize Customer Feedback Firms can ask customers for feedback 
on the products or services they recently purchased, even if the cus¬ 
tomers do not call to complain. This process may detect some other 
problems with the product's quality or with the way customers were 
treated. For example, automobile dealers such as Saturn send a ques¬ 
tionnaire to customers to determine how they were treated by sales¬ 
people. Customers may also be asked whether they have any 
complaints about the automobile they recently purchased. Once the 
brm is informed of problems with either production defects or cus¬ 
tomer treatment, it should take action to correct these problems. 

Role of Consumerism 

Specibc groups of consumers are also calling for brms to fulbll their re¬ 
sponsibilities toward customers. Consumerism is the collective demand by 
consumers that businesses satisfy their needs. Consumer groups became 
popular in the 1960s and have become increasingly effective as they have 
grown. 

Role of the Government 

In addition to the codes of responsibility established by brms and the wave 
of consumerism, the government attempts to ensure that brms fulbll their 
responsibility to customers through various laws on product safety, adver¬ 
tising, and industry competition. 


Government Regulation of Product Safety The government protects consumers 
by regulating the quality of some products produced by brms. For ex- 
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monopoly 

a firm that is the sole provider of 
goods or services 


Small Business Survey 


Illegal or Unethical Activities of Firms 

Based on a recent National Small Business poll conducted for the NFIB Research 
Foundation, 21 percent of small businesses believe that a competitor is competing 
illegally or unethically. When asked to describe the main illegal or unethical activity 
of their competitor, they responded as shown below: 


Other 

48 % 


False - 

advertising 


Bad-mouthing 
their business 


5 % 


— Not properly 
licensed 


6% 



Violates 
copyright laws 

7 % 

— Tax fraud 

6% 


Does not follow 
regulations 

20 % 


ample, the Food and Drug Administration (FDA) is responsible for testing 
food products to determine whether they meet specific requirements. The 
FDA also examines new drugs that firms have recently developed. Because 
potential side effects may not be known immediately, the FDA tests some 
drugs continually over several years. 

Government Regulation of Advertising The federal government has also estab¬ 
lished laws against deceptive advertising. Nevertheless, it may not be able 
to prevent all unethical business practices. Numerous examples of adver¬ 
tising could be called deceptive. It is difficult to know if a product is "new 
and improved." In addition, a term such as lowest price may have different 
meanings or interpretations. 

Government Regulation of industry Competition Another way the government 
ensures that consumers are treated properly is to promote competition in 
most industries. Competition between hrms is beneficial to consumers, be¬ 
cause firms that charge excessive prices or produce goods of unacceptable 
quality will not survive in a competitive environment. Because of compe¬ 
tition, consumers can avoid a firm that is using deceptive sales tactics. 

A firm has a monopoly if it is the sole provider of goods or services. It 
can set prices without concern about competition. However, the govern¬ 
ment regulates hrms that have a monopoly. For example, it regulates util¬ 
ity hrms that have monopolies in specihc locations and can control the 
pricing policies of these hrms. 

In some industries, hrms negotiated various agreements to set prices 
and avoid competing with each other. The federal government has at¬ 
tempted to prevent such activity by enforcing antitrust laws. Some of the 
more well-known antitrust acts are summarized in Exhibit 2.2. All of these 
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Exhibit 2.2 

Key Antitrust Laws 


Decision Making 


► Sherman Antitrust Act (1890) Encouraged competition and prevented 
monopolies. 

► Clayton Act (1914) Reinforced the rules of the Sherman Antitrust Act and 
specifically prohibited the following activities because they reduced competition: 

► Tying agreements Forced firms to purchase additional products as a condition of 
purchasing the desired products. 

► Binding contracts Prevented firms from purchasing products from a supplier's 
competitors. 

► Interlocking directorates The situation in which the same person serves on the 
board of directors of two competing firms. 

► Federal Trade Commission Act (1914) Prohibited unfair methods of competi¬ 
tion; also provided for the establishment of the Federal Trade Commission (FTC) to 
enforce antitrust laws. 

► Robinson-Patman Act (1936) Prohibited price policies or promotional allowances 
that reduce competition within an industry. 

► Celler-Kefauver Act (1950) Prohibited mergers between firms that reduce 
competition within an industry. 


acts share the objective of promoting competition, with each act focusing 
on particular aspects that can influence the degree of competition within 
an industry. 

The trucking, railroad, airline, and telecommunications industries have 
been deregulated, allowing more firms to enter each industry. In addition, 
banks and other financial institutions have been deregulated since 1980 
and now have more flexibility on the types of deposits and interest rates 
they can offer. They also have more freedom to expand across state lines. 
In general, deregulation results in lower prices for consumers. 


Ensuring Responsibility toward Customers 

R ecall that Cool Jewel Company (introduced in the beginning of the chapter) sells cos¬ 
tume jewelry. Most of its jewelry is imitation gold or silver. Cool Jewel does not pretend 
that it uses real gold or silver and specifically states that its jewelry is imitation. Its sales¬ 
people receive a commission based on the amount of products that they sell, but it warns 
the salespeople that they must tell customers that the jewelry is imitation and is not as 
durable as gold or silver jewelry. 

1. How can honest sales practices by Cool Jewel Company result in higher sales over time? 
2. How can Cool Jewel Company ensure that its salespeople are honest in describing the 
jewelry to customers? 

ANSWERS:!. Honest sales practices may inspire more trust in customers, and the customers may respond by coming back to 
buy more jewelry overtime. 2. It can post a sign in the store explaining that the jewelry is imitation so that its salespeople 
are not tempted to tell customers that the jewelry is real. It can also discipline any salespeople who are found to be dishon¬ 
est to customers. 
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2 


Describe the 
responsibilities of firms 
to their employees. 


Starbucks has established 
a code of conduct for its 
employees. 


Responsibility to Employees 


Firms also have a responsibility to their employees to ensure their safety 
proper treatment by other employees, and equal opportunity. 

Employee Safety 

Firms ensure that the workplace is safe for employees by closely monitor¬ 
ing the production process. Some obvious safety precautions are to check 
machinery and equipment for proper working conditions, require safety 
glasses or any other equipment that can prevent injury, and emphasize any 
special safety precautions in training seminars. 

Firms that create a safe working environment prevent injuries and im¬ 
prove the morale of their employees. Many firms now identify workplace 
safety as one of their main goals. Dow Chemical Company has adopted a 
pledge of no accidents and no injuries to its employees. Levi Strauss & Co. 
imposes safety guidelines not only on its U.S. facilities but also on the Asian 
factories where some of its clothes are made. Starbucks Coffee Company 
has developed a code of conduct in an attempt to improve the quality of 
life of its employees in coffee-producing countries. 

Owners of a firm recognize that the firm will incur costs in meeting re¬ 
sponsibilities such as employee safety. The firm's efforts to provide a safe 
working environment represent a necessary cost of doing business. 

Proper Treatment by Other Employees 

Firms are responsible for ensuring that employees are treated properly 
by other employees. Two key issues concerning the treatment of employ¬ 
ees are diversity and the prevention of sexual harassment, which are dis¬ 
cussed next. 
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Exhibit 2.3 

Proportion of Women 
and Minorities in Various 
Occupations 
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Diversity In recent years, the workforce has become much more diverse. 
More women have entered the job market, and more minorities now have 
the necessary skill s and education to qualify for high-level jobs. Exhibit 2.3 
shows the proportions of various job categories held by women, African 
Americans, and Hispanics. 

Diversity issues are not restricted to gender and race. Employees may 
come from completely different backgrounds and have different beliefs, 
which could lead to conflict in the workplace. For example, some employ¬ 
ees may have strong political beliefs, which could cause friction with 
others who do not share those beliefs, even if their work assignments 
are unrelated to politics. In addition, some employees may be much older 
than others, which may lead to opposing views about issues in or outside 
the workplace. Many firms attempt to integrate employees with various 
backgrounds so that they learn to work with each other toward common 
goals of the firm even if they have differing views on issues outside the 
workplace. 

Many firms have responded to the increased diversity among employ¬ 
ees by offering diversity seminars, which inform employees about cultural 
diversity. Such information can help employees recognize that certain 
statements or behavior may be offensive to other employees. 

Based on a recent survey by the Society for Human Resource Man¬ 
agement, 73 percent of firms integrate diversity initiatives into key busi¬ 
ness practices for employees in substantially different groups. In addition, 
85 percent of all firms integrate diversity initiatives into key business prac¬ 
tices for employees of various racial backgrounds. 

The following statement from a recent annual report of General Mo¬ 
tors reflects the efforts that have been made by many firms to encourage 
diversity: 

" Internally, we are working to create an environment where diversity 
thrives. We are trying to remove barriers that separate people and find new 
ways to engage teams to maximize productivity and profitability. This is be¬ 
ing done through communication, teamwork, mutual support, and pulling 
together to achieve common objectives. Our challenge is to seek a diverse 
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sexual harassment 

unwelcome comments or actions 
of a sexual nature 


affirmative action 

a set of activities intended to in¬ 
crease opportunities for minorities 
and women 


population in leadership roles with a wide range of backgrounds, views, 
and experiences to ensure we capture diverse perspectives to meet and exceed 
customer expectations." 

Johnson & Johnson, The Coca-Cola Company, IBM, Merrill Lynch, Sara 
Lee Corporation, and many other firms have made major efforts to pro¬ 
mote diversity. Rockwell International has a diversity task team that 
developed guidelines for workforce diversity planning in each of its busi¬ 
nesses. Xerox has improved its workplace diversity in recent years. 

Prevention of Sexual Harassment Another workplace issue is sexual harass¬ 
ment, which involves unwelcome comments or actions of a sexual nature. 
For example, one employee might make unwelcome sexual advances to¬ 
ward another and use personal power within the firm to threaten the other 
employee's job status. Firms attempt to prevent sexual harassment by of¬ 
fering seminars on the subject. Like diversity seminars, these seminars can 
help employees recognize that some statements or behavior may be offen¬ 
sive to other employees. These seminars are not only an act of responsibil¬ 
ity to employees but also can improve a firm's productivity by helping 
employees get along. 

Equal Opportunity 

Employees who apply for a position at a firm should not be subjected to 
discrimination because of their national origin, race, gender, or religion. 
The Civil Rights Act of 1964 prohibits such forms of discrimination. The act 
is enforced by a federal agency known as the Equal Employment Oppor¬ 
tunity Commission (EEOC). Beyond the federal guidelines, many firms 
attempt to ensure equal treatment among applicants for a position by as¬ 
signing someone to monitor the hiring process. The concept of equal treat¬ 
ment applies not only to the initial hiring of an employee but also to annual 
raises and promotions within the firm. 

Many firms and government agencies implement affirmative action 
programs, which represent a set of activities intended to increase opportu¬ 
nities for minorities and women. Denny's (a restaurant business) was 
charged with racial discrimination in 1993. That same year, it began im¬ 
plementing a program to promote diversity. In recent years, Denny's has 
increased both its minority management and the number of franchises 
owned by African Americans. 

How Firms Ensure Responsibility toward Employees 

Firms can ensure that their responsibility toward employees will be ful¬ 
filled by taking the following steps. 

Code of Responsibility A firm's responsibility toward its employees should be 
disclosed in its code of responsibilities. As with the responsibilities toward 
customers, the code will not attempt to spell out the recommended be¬ 
havior in every situation, but it can offer some guidance for the decisions 
made by the firm. For example, the code may state that hiring decisions 
should be made without any form of bias. The firm should establish a hir¬ 
ing procedure that satisfies this provision. The procedure may specify that 
an ad describing the main duties of the job position be placed in the local 
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newspaper for two weeks before anyone is hired. Doing this will help to 
ensure that the most qualified person is hired for the job. Thus, the proce¬ 
dure is implemented in a manner that is consistent with the firm's respon¬ 
sibility of hiring without any form of bias. 

Grievance Policy To ensure that employees receive proper treatment, many 
firms establish a grievance policy for employees who believe they are not 
being given equal opportunity. A specific person or department is normally 
assigned to resolve such complaints. This procedure is similar to that used 
to address customer complaints. By recognizing the complaints, the firm 
attempts both to resolve them and to revise its procedures to prevent fur¬ 
ther complaints. 

A good example of a firm that has made an effort to resolve employee 
complaints is Marriott, which has implemented three strategies. First, it has 
set up a mediation process, in which a neutral person outside the firm 
(called a mediator ) assesses the employee complaint and suggests a solution. 
The mediator does not have the power to enforce a final judgment but may 
help the employee and the firm resolve the conflict. 

Second, Marriott offers a toll-free number for employees to call if they 
believe they were subjected to discrimination, harassment, or improper 
bring. Marriott begins to investigate the complaint within three days of the 
call. Third, Marriott allows the employee to voice complaints in front of a 
panel of other employees who determine whether the employee's com¬ 
plaints are valid, based on Marriott's existing guidelines. 

Marriott's procedure for resolving employee complaints has shown 
positive results. EEOC investigations of employee complaints against 
Marriott declined by 50 percent in the year after the procedure was im¬ 
plemented and by 83 percent in the next year. Since more employee 
complaints are resolved within the brm, employees are more satisbed with 
their jobs and focus on satisfying customers. 

The cost of attempting to listen to every employee complaint can be 
substantial for a brm, however. Furthermore, some of the complaints may 
not be valid. Firms must attempt to distinguish between complaints that 
are valid and those that are not and then focus on resolving the valid 
complaints. 

Conflict with Employee Layoffs 

Some business decisions are controversial because although they improve 
the brm's performance, they may adversely affect employees and the local 
community. Consider the following example, which rebects a common 
dilemma that many brms face. As your brm's business grew, you hired 
more employees. Unfortunately, demand for your product has declined re¬ 
cently, and you no longer need 20 of the employees that you hired over the 
last two years. If you lay off 20 employees, you will reduce your expenses 
substantially and satisfy your stockholders. However, you may be criticized 
for not serving employees' interests. This situation is unpleasant because 
the layoffs may be necessary (to cut expenses) for your brm to survive. If 
your brm fails, all your other employees will be out of work as well. 

This dilemma has no perfect solution. Many brms may do what's best 
for the business, while attempting to reduce the adverse effects on their 
employees. For example, they may help laid-off employees bnd employ¬ 
ment elsewhere or may even attempt to retrain them for other jobs within 
the brm. 
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Global Ethics 


U .S. firms typically have a code of ethics that provides 
guidelines for their employees. However, these guide¬ 
lines may be much more restrictive than those generally 
used in some foreign countries. Consider a U.S. firm that sells 
supplies to foreign manufacturers. Both its code of ethics 
and the U.S. Foreign Corrupt Practices Act prevent the firm 
from offering payoffs ("kickbacks") to any employees of the 
manufacturing companies that order its supplies. Competi¬ 
tors based in other countries, however, may offer payoffs 
to employees of the manufacturing companies. In some 
countries, this type of behavior is acceptable. Thus, the 
U.S. supplier is at a disadvantage because its employees 
are required to follow a stricter code of ethics. This is a com¬ 
mon ethical dilemma that U.S. firms face in a global environ¬ 
ment. The employees of U.S. firms must either ignore their 
ethical guidelines or be at a disadvantage in certain foreign 
countries. 

Another ethical dilemma that U.S. firms may face in¬ 
volves their relationship with certain foreign governments. 
Firms that conduct business in foreign countries are subject 
to numerous rules imposed by the local government. 
Officials of some foreign governments commonly accept 
bribes from firms that need approval for various business 
activities. For example, a firm may need to have its products 


approved for safety purposes, or its local manufacturing 
plant may need to be approved for environmental pur¬ 
poses. The process of approving even minor activities could 
take months and prevent the firm from conducting busi¬ 
ness. Those firms that pay off government officials may 
receive prompt attention from the local governments. Em¬ 
ployees of Lockheed Martin were charged with bribing 
Egyptian government officials to win a contract to build 
new aircraft. Executives of IBM's Argentina subsidiary were 
charged with bribing Argentine government officials to 
generate business from the government. 

A recent assessment of foreign countries by the U.S. 
Commerce Department and intelligence agencies detected 
numerous deals in which foreign firms used bribes to win 
business contracts over U.S. competitors. Many of these for¬ 
eign firms are located in France, Germany, and Japan, as well 
as in some less-developed countries. 

Many U.S. firms attempt to follow a worldwide code 
of ethics that is consistent across countries. This type of pol¬ 
icy reduces the confusion that could result from using differ¬ 
ent ethical standards in different countries. Although a 
worldwide code of ethics may place a U.S. firm at a disad¬ 
vantage in some countries, it may also enhance the firm's 
credibility. 




Satisfying Employees 

Some firms go beyond the responsibility of ensuring safety, proper treat¬ 
ment, and equal opportunity. These firms have taken initiatives to ensure 
that employees enjoy their jobs. This can increase the job satisfaction level 
of employees and reduce employee turnover. These firms realize that 
satisfied employees will do a better job for customers and that the cus¬ 
tomers, in turn, will be more satisfied. Here are some examples of initia¬ 
tives by firms that were recently rated as the best for employees. 

► Wegman's Food Market (in New York) has provided college scholar¬ 
ships for more than f 7,000 of its full-time and part-time employees 
over the last 20 years. It also provides extensive training to ensure 
that its employees have the knowledge they need to perform their 
specific jobs. Its employee turnover is substantially lower than that of 
other grocery stores. 

► Station Casinos (in Nevada) offers full-service on-site dentistry and 
24-hour child care for employees. 

► General Mills (in Minnesota) reimburses tuition up to $6,000 per 
year for its new employees. 
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► CarlMax (in Virginia) holds frequent meetings with employees to ask 
their opinions about what the company should change. 

► Publix Super Markets (in Florida) provides health benefits for some 
part-time employees and an annual bonus of up to a week's salary 
plus an extra week of vacation time. 

► J.M. Smucker (in Ohio) offers complimentary bagels and muffins to 
its employees every day. 

► SAS Institute (in North Carolina) has a gym, a pool, ping-pong tables, 
and tennis courts for its employees. 


General Mills allows its em¬ 
ployees access to its fitness 
center, as a way of ensuring 
that the employees enjoy 
their work environment. 



Decision Making Ensuring Responsibility toward Employees 

C ool Jewel Company has established guidelines to ensure fair treatment toward employ¬ 
ees. First, it provides safety training for the employees who make the jewelry. Second, it 
communicates to all employees that sexual harassment will not be tolerated and has estab¬ 
lished a procedure so that any employees who feel that they have been harassed can file a 
complaint.Third, the hiring process focuses on finding the best person for each position 
and emphasizes equal opportunity for all races and genders. As a result of its excellent 
treatment of its employees, Cool Jewel has very little employee turnover, which is one of 
the main reasons for its success. 

1. Why can Cool Jewel's responsibility toward employees result in better business 
performance? 

2. Should Cool Jewel's hiring policy allow family members of existing employees to be 
hired? 


ANSWERS: 1. Responsibility toward employees can increase the level of employee satisfaction and thereby encourage em¬ 
ployees to perform well. 2. The hiring policy should allow the hiring of family members only if the business needs to hire 
and if those family members are the best qualified for the job positions. 


AP/WIDE WORLD PHOTOS 
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3 

Describe the 
responsibilities of firms 
to their stockholders. 


Responsibility to Stockholders 


Firms are responsible for satisfying their owners (or stockholders). Em¬ 
ployees may be tempted to make decisions that satisfy their own interests 
rather than those of the owners. For example, some employees may use 
the firm's money to purchase computers for their personal use rather than 
for the firm. 

How Firms Ensure Responsibility 

Managers of a hrm monitor employee decisions to ensure that they are 
made in the best interests of the owners. Employee compensation may 
be directly tied to the firm's performance. For example, a hrm may pro¬ 
vide its top managers with some of the firm's stock as partial compensation. 
If the managers make decisions that lead to a high level of performance, 
the value of the firm's stock should increase, and therefore the value of 
the stock held by the managers should increase. In this way, employees 
benefit directly when they make decisions that maximize the value of 
the hrm. 


Conflicts in the Efforts to Ensure Responsibility Tying employee compensation to 
the hrm's performance can resolve some conhicts of interest but create 
others. Some top managers who have received stock have later reported an 
artificially high performance level for the hrm in a period when they 
wanted to sell their stock holdings. This allowed them to sell their stock at 
a relatively high price. Rather than improving the hrm's performance, 
these managers manipulated the hnancial reporting to exaggerate the 
hrm's performance. When investors decide whether to buy stock, they 
commonly rely on information disclosed by the hrm to determine whether 
its stock would be a good investment. 

There are many cases of hrms misleading existing and prospective in¬ 
vestors by neglecting to mention relevant information that would have 
made their stock less desirable. In addition, there are many cases of hrms 
issuing exaggerated estimates of their revenue or earnings. When a hrm 
misleads investors by creating an overly optimistic view of its potential per¬ 
formance, it can cause investors to pay too much for its stock. The stock's 
price will likely decline once the hrm's true hnancial condition becomes 
apparent. 

In January 2001, the chief executive officer (CEO) of Oracle Corpora¬ 
tion sold 29 million shares of his holdings of Oracle stock. During the next 
few months, the hrm disclosed that its earnings for the hrst quarter of 2001 
would be lower than expected, and the stock price declined in response. 
Oracle's stockholders alleged that the CEO knew this information and sold 
his stock holdings before disclosing the bad news. That is, the investors 
who purchased the shares that were sold by the CEO claimed that they 
paid a much higher price than they should have paid for the stock and con¬ 
sequently incurred large losses on their investment. 

One of the most blatant examples of a hrm's managers misleading its 
existing and prospective stockholders is the case of Enron, Inc. Enron was 
one of the fastest-growing hrms in the 1990s. Nevertheless, it created mis¬ 
leading hnancial statements, which led investors to believe that it was per¬ 
forming better than it really was. Consequently, some investors were 
fooled into paying much more for the stock than they should have dur¬ 
ing the 1999-2000 period. While Enron was creating such an optimistic 
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Enron CEO Ken Lay is led 
away in handcuffs by FBI 
agents after Enron was 
charged with providing 
misleading information to 
its investors. 



view of its financial condi¬ 
tion, some of its top man¬ 
agers were selling their 
holdings of Enron stock. 
Thus, they were dump¬ 
ing their shares while the 
price was high—before 
investors recognized that 
Enron's financial condition 
was much weaker than 
reported. While Enron's 
top managers earned large 
gains on their stock hold¬ 
ings, the investors who 
purchased Enron stock at 
this time lost most or all 
of their investment. In No¬ 
vember 2001, Enron filed 
for bankruptcy, and the 
stock essentially became 
worthless. Thus, the top 
managers of Enron who 
were able to sell their 
stock at a high price 


(before the bad news was disclosed) benefited at the expense of other 
stockholders. 

In recent years, executives at other firms including WorldCom have 
also been accused of attempting to sell their holdings of their firm's stock 
before unfavorable information about the firm was disclosed to the public. 
The initial intent of tying employee compensation to the firm's value was 
to ensure that employees would serve the interests of stockholders, but the 
practice has enabled some managers to benefit at the expense of stock¬ 
holders. 

Investors have become much more suspicious of firms' financial re¬ 
ports now that they are aware that some firms may engage in unethical 
reporting. Some firms have taken the initiative to reduce suspicion by pro¬ 
viding more complete financial statements that are also more understand¬ 
able and more readily interpreted. 

In 2002, Congress passed the Public Company Accounting Reform 
and Investor Protection Act, also known as the Sarbanes-Oxley Act after 
the politicians who created it. This law was intended to encourage publicly 
traded firms to behave more responsibly toward their stockholders. First, 
the law attempts to ensure that publicly traded firms clarify the infor¬ 
mation that they provide to stockholders. Second, firms are required to 
establish methods to ensure that they can detect errors in their financial 
reporting systems. Third, top executives and board members are held more 
accountable for errors in financial reporting. Despite these measures, the 
act does not necessarily prevent managers from serving their own interests 
rather than stockholders' interests. For example, an executive could still 
hire family members or friends or make bad decisions about investing in 
projects. Thus, the act does not correct bad performance, but only attempts 
to ensure that firms accurately report their performance and document the 
processes and information that they use to make decisions. 
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shareholder activism 

active efforts by stockholders to 
influence a firm's management 
policies 

institutional investors 

financial institutions that purchase 
large amounts of stock 


Exhibit 2.4 

Impact of Executive Salaries 
on a Firm's Performance 


How Stockholders Ensure Responsibility 

In recent years, there has been much shareholder activism, or active ef¬ 
forts by stockholders to influence a firm's management policies. Stock¬ 
holders have been especially active when they are dissatisfied with the 
firm's executive salaries or other policies. 

The stockholders who have been most active are institutional 
investors, or financial institutions that purchase large amounts of stock. 
For example, insurance companies invest a large portion of the insurance 
premiums that they receive in stocks. If institutional investors invest a 
large amount of money in a particular stock, the return on their invest¬ 
ment is highly dependent on how that firm performs. Since many institu¬ 
tional investors commonly invest $10 million or more in a single firm's 
stock, they pay close attention to the performance of any firm in which 
they invest. 

If an institutional investor believes the firm is poorly managed, it may 
attempt to meet with the firm's executives and express its dissatisfaction. It 
may even attempt to team up with other institutional investors who also 
own a large proportion of the firm's stock. This gives them more negotiat¬ 
ing power because the firm's executives are more likely to listen to institu¬ 
tional investors who collectively hold a large proportion of the firm's stock. 
The institutional investors do not attempt to dictate how the firm should 
be managed. Instead, they attempt to ensure that the firm's managers 
make decisions that are in the best interests of all stockholders. 

Conflict with Excessive Executive Compensation 

A firm's managers can attempt to satisfy its stockholders by ensuring that 
funds invested by the stockholders are put to good use. If these funds are 
used to cover unnecessary expenses, the firm's profits are reduced, which 
reduces the return that stockholders receive on their investment. Stock¬ 
holders are often particularly concerned about the salaries paid to the 
firm's CEO and other executives. The following example illustrates the po¬ 
tential effect that excessive executive salaries can have on a firm's perfor¬ 
mance (and therefore on the returns to stockholders). 

Consider two firms called Firm C and Firm D, which are in the same 
industry and have similar revenue and expenses, as shown in Exhibit 2.4. 
Assume that the only difference is that Firm C pays its top five executives 
a total of $30 million in annual salary, while Firm D pays its top five 
executives a total of $5 million. As shown in Exhibit 2.4, the annual profits 
of Firm D are $25 million higher than those of Firm C. This difference 
can be attributed to Firm C's higher executive salary expenses. Thus, the 
stockholders of Firm C receive a smaller return than the stockholders of 
Firm D. 



Firm C 

Firm D 

Revenue 

$200,000,000 

$200,000,000 


- Expenses (except executive salaries) -150,000,000 -150,000,000 

-Executive salaries expense -30,000,000 -5,000,000 


= Profits 


=$ 20 , 000,000 


= $45,000,000 
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Describe the 
responsibilities of 
firms to their creditors. 


CEO compensation has increased substantially over recent decades. In 
1980, the average compensation of CEOs was about 42 times the average 
compensation of employees. In 1990, it was about 85 times the average 
salary of employees. In 2000, it was more than 500 times the average salary 
of employees. 

Some customers and stockholders may argue that firms paying execu¬ 
tives such high salaries are not meeting their social responsibilities. These 
firms may be serving the interests of the executives and not the stock¬ 
holders who own the firm. Although it may be possible to justify very high 
compensation for CEOs who have been successful, it is difficult to justify 
such compensation for CEOs whose companies have performed poorly. 
In some recent years, the compensation of many CEOs increased even 
though the earnings or stock price of their firm declined. The compensa¬ 
tion paid to CEOs is partially influenced by the size of the firm. CEOs of 
larger firms tend to earn higher salaries, even when their firm performs 
poorly. 


Responsibility toward Investors 

T he board of directors of Cool Jewel Company has developed a compensation policy for 
its top executives that is also intended to satisfy its investors (stockholders). The execu¬ 
tives receive a salary and 5,000 shares of the firm's stock each year. Thus, they have an 
incentive to make decisions that will increase the stock's price (and therefore satisfy stock¬ 
holders) because this increases the value of the stock that they are given. To ensure that the 
executives do not manipulate the level of reported profits upward just to increase the stock 
price temporarily so they can sell their stock, the board of directors requires the executives 
to hold the stock for a minimum of five years. This encourages the executives to make busi¬ 
ness decisions that will increase the company's long-term performance. 

1. Explain why Cool Jewel's executives would not be tempted to manipulate the stock 
price. 

2. Explain how Cool Jewel's board of directors could adjust the mixture of salary and stock 
if they wanted to give executives more incentive to make decisions to increase the 
stock's value (and thus serve stockholders). 

ANSWERS: 1. Cool Jewel's executives are required to hold their stock for five years, so during that period, they are not able to 
benefit from temporarily manipulating the earnings level. 2. The board could use a compensation formula that contains a 
lower salary and more stock to give executives more incentive to make decisions that result in a higher stock price. 


Responsibility to Creditors 


Firms are responsible for meeting their financial obligations to their credi¬ 
tors. If a firm is experiencing financial problems and is unable to meet its 
obligations, it should inform its creditors. Sometimes creditors are willing 
to extend payment deadlines and may even offer advice on how the firm 
can improve its financial condition. A firm has a strong incentive to satisfy 
its responsibility to creditors. If the firm does not pay what it owes to cred¬ 
itors, it may be forced into bankruptcy. 
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How Firms Violate Their Responsibility 

Some firms violate their responsibility to creditors by providing misleading 
financial information that exaggerates their financial condition. For ex¬ 
ample, Enron's financial reporting misled its creditors as well as its stock¬ 
holders. Enron received some loans from creditors that it would not have 
received if the creditors had known of its weaknesses. Specifically, Enron 
did not disclose some of its debt. Creditors would have been concerned 
about extending more credit if they had fully understood how much debt 
Enron already had. By hiding some debt, Enron was able to more easily 
borrow funds. Ultimately, however, it went bankrupt because it could not 
cover the payments on all of its debt. Many creditors lost hundreds of 
millions of dollars because of the large amount of credit they provided to 
Enron that would never be paid back. Although creditors recognize the 
possible risk that a business will fail and be unable to repay its loans, they 
were angry that Enron used unethical financial reporting methods to ob¬ 
tain loans. While some firms have received bad publicity for distorting 
their financial condition, others have taken the initiative to give creditors 
more detailed and clear financial information. 


Decision Making Tradeoffs from Satisfying All Stakeholders 

T o illustrate the tradeoffs involved in trying to satisfy all stakeholders, consider the case of 
Cool Jewel Company. Last year, the demand for Cool Jewel's products increased sub¬ 
stantially, so it hired several additional employees. This year, however, the demand for its 
products has declined, and its revenue has declined as a result. The managers of Cool Jewel 
face a dilemma. If they retain all the employees, their expenses will be excessive, and they 
may not be able to make the debt payments they owe to creditors. If the company contin¬ 
ues to incur high expenses, it will likely fail. This would adversely affect the owners and cred¬ 
itors and would ultimately result in the elimination of all employees. Thus, the desire 
to completely satisfy the existing employees will not satisfy the owners or the creditors or 
even the employees in the long run. 

Cool Jewel managers decide to lay off some employees. They lay off those employees 
who were most recently hired and inform them that the company would like to rehire 
them as soon as the demand for its products increases again. This decision was intended 
to best serve all of Cool Jewel's stakeholders over the long term. 

1. In the future, how might Cool Jewel avoid situations in which it has too many full-time 
employees and has to lay off some of them? 

2. Why must Cool Jewel fulfill its obligations toward its creditors before its other 
stakeholders? 

ANSWERS: 1. Cool Jewel could hire some part-time employees in periods when demand for its products is abnormally high, 
and it could avoid hiring additional full-time employees until it is confident that it will always need them. 2. The creditors 
provide credit, and if they do not receive the debt payments owed to them, the firm will likely fail. Thus, Cool Jewel needs to 
cover its obligations to its creditors first. 
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Describe the 
responsibilities of 
firms to the environment. 


Businesses sometimes cause 
pollution in the production 
or transportation of their 
products. In this picture, 
workers clean up an oil spill 
off Malibu Beach, California. 


Responsibility to the Environment 


The production processes that firms use, as well as the products they pro¬ 
duce, can be harmful to the environment. The most common abuses to the 
environment are discussed next, along with recent actions that firms have 
taken to improve the environment. 

Air Pollution 

Some production processes cause air pollution, which is harmful to society 
because it inhibits breathing. For example, the production of fuel and 
steel, as well as automobile use, increases the amount of carbon dioxide in 
the air. 

How Firms Prevent Air Pollution Automobile and steel firms have reduced 
air pollution by changing their production processes so that less carbon 
dioxide escapes into the air. For example, firms such as Honeywell and 
Inland Steel spend substantial funds to reduce pollution. Ford Motor Com¬ 
pany has formulated an environmental pledge, which states that it is dedi¬ 
cated to developing environmental solutions and intends to preserve the 
environment in the future. 

How the Government Prevents Air Pollution The federal government has also be¬ 
come involved by enforcing specific guidelines that call for firms to limit 
the amount of carbon dioxide caused by the production process. In 1970, 
the Environmental Protection Agency (EPA) was created to develop and 
enforce pollution standards. In recent years, pollution control laws have 
become more stringent. 

Land Pollution 

Land has been polluted 
by toxic waste resulting 
from some production 
processes. A related form 
of land pollution is solid 
waste, which does not de¬ 
teriorate over time. As a 
result of waste, land not 
only looks less attractive 
but also may no longer be 
useful for other purposes, 
such as farming. 

How Firms Prevent Land Pollu¬ 
tion Firms have revised 
their production and pack¬ 
aging processes to reduce 
the amount of waste. They 
now store toxic waste and 
deliver it to specified toxic 
waste storage sites. They 
also recycle plastic and 
limit their use of materials 
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that would ultimately become solid waste. Many firms have environmen¬ 
tal programs that are designed to reduce damage to the environment. For 
example, Homestake Mining Company recognizes that its mining opera¬ 
tions disturb the land, so it spends money to minimize any effect on the 
environment. PPG Industries restructured its production processes to gen¬ 
erate about 6,000 fewer tons of waste in a single year. Kodak recycles more 
than a half-billion pounds of material a year and also supports a World 
Wildlife Fund environmental education program. IBM typically spends 
more than $30 million a year for environmental assessments and cleanup. 
ChevronTexaco and DuPont spend hundreds of millions of dollars every 
year to comply with environmental regulations. Rockwell International 
has reduced its hazardous waste by more than 50 percent in recent years. 

Conflict with Environmental Responsibility 

Although most firms agree that a clean environment is desirable, they may 
disagree on how much responsibility they have for improving the envi¬ 
ronment. Consider two firms called Firm A and Firm B, which have simi¬ 
lar revenue and expenses. Firm A, however, makes a much greater effort 
to clean up the environment; it spends $ 10 million, while Firm B spends 
$2 million. The profit of each firm is shown in Exhibit 2.5. Firm A has an 
annual profit of zero, while Firm B has an annual profit of $8 million. 
If you could invest in the stock of either Firm A or Firm B, where would 
you invest your money? Most investors desire to earn a high return on 
their money. Although they recognize that a firm may have some envi¬ 
ronmental cleanup expenses, they do not want those expenses to be ex¬ 
cessive. Therefore, most investors would prefer to invest in Firm B rather 
than Firm A. 

Firm A could attempt to recapture its high environmental cleanup ex¬ 
penses by charging a higher price for its product. In this way, it may be able 
to spend heavily on the environment, while still generating a reasonable 
return for its stockholders. This strategy makes the customers pay for its ex¬ 
tra environmental cleanup. A problem, however, is that if Firm A charges 
a higher price than Firm B, many customers will switch to Firm B so that 
they can pay the lower price. 

As this example illustrates, there is a limit to how much firms can 
spend on improving the environment. Firms have a responsibility to avoid 
damaging the environment, but if they spend excessively on environmen¬ 
tal improvement, they will not satisfy most of their customers or owners. 

Although firms have increased their efforts to clean up the environ¬ 
ment, they do not necessarily agree with the guidelines imposed by the 
government. Oil refineries that are losing money remain open to avoid the 
cleanup that the EPA would require if they closed down. Some refineries 
would pay about $1 billion for cleanup costs because of the EPAs strict 
guidelines. Firms have questioned many other environmental guidelines 
imposed by the EPA. 


Exhibit 2.5 

Effect of Environmental 
Expenses on Business 
Performance 



Firm A 

Firm B 

Revenue 

$90,000,000 

$90,000,000 


Total operating expenses -80,000,000 -80,000,000 

Environmental cleanup expenses -10,000,000 -2,000,000 

Profit 0 $8,000,000 
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Describe the 
responsibilities of firms 
to their communities. 


Ensuring Responsibility toward the Environment 

C ool Jewel Company ensures that its manufacturing process does not harm the environ¬ 
ment. Its executives would like to demonstrate their commitment to improving the en¬ 
vironment, but they recognize that using company funds to improve the environment may 
reduce the amount of funds available to pay stakeholders such as creditors and employees. 
Therefore, the managers decide to produce some small inexpensive pins with the inscrip¬ 
tion "save the environment." Every customer who spends more than $20 in Cool Jewel's re¬ 
tail stores will receive this piece of jewelry. Cool Jewel's business name is also inscribed on 
the pin. Thus, the jewelry not only serves as a gesture toward a clean environment but also 
provides the firm with some name recognition. 

1. How might Cool Jewel Company benefit from its concern for the environment? 

2. Should Cool Jewel allocate a substantial amount of funds for environmental cleanup, 
even though it did not harm the environment? 

ANSWERS: 1. Its customers may appreciate its concern and be more willing to buy jewelry there. 2. It should not spend ex¬ 
cessively on the environment because it may not have sufficient funds to meet its commitments to its other stakeholders. 


Responsibility to the Communit 


When firms establish a base in a community, they become part of that 
community and rely on it for customers and employees. Firms demon¬ 
strate their concern for the community by sponsoring local events or do¬ 
nating to local charities. For example, SunTrust Bank, IBM, and many 
other firms have donated funds to universities. Bank of America has pro¬ 
vided loans to low-income neighborhoods and minority communities. The 
Cheesecake Factory, a famous restaurant chain, established a foundation 
that not only raises funds for charities but also demonstrates the company's 
concern for its customers and community. In 2003, total cash donations by 
500 large U.S. firms amounted to $3.26 billion. Wal-Mart was the top 
donor, with donations of $176 million. Ford Motor Company donated 
$120 million, while Johnson & Johnson donated $99 million and Exxon¬ 
Mobil donated $97 million. 

For a multinational corporation, the community is its international en¬ 
vironment. Many of the firms that engage in substantial international busi¬ 
ness have increased their international donations. Nike's donations to 
foreign countries now represent 39 percent of its total donations, while 
IBM's foreign donations represent about 30 percent of its total. When the 
tsunami disaster struck Indonesia and other $outheast Asian nations in 
December 2004, many U.$. firms quickly responded with contributions. 
FedEx made some of its planes available to help move 230 tons of medical 
supplies to the devastated areas. Coca-Cola, Dow Chemical, ExxonMobil, 
Microsoft, and Wal-Mart each contributed millions of dollars. Coca-Cola 
also delivered 500,000 bottles of water. 

Conflict with Maximizing Social Responsibility 

The decisions of a firm's managers that maximize social responsibility 
could conflict with maximizing firm value. The costs involved in achieving 
such a goal will have to be passed on to consumers. Thus, the attempt to 
maximize responsibility to the community may reduce the firm's ability to 
provide products at a reasonable price to consumers. 
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FedEx volunteered its trans¬ 
portation to deliver medical 
supplies in response to the 
2005 tsunami disaster. 



Many companies support charitable organizations that promote nutri¬ 
tion, education, performing and visual arts, or amateur athletics. Even 
though this social support requires a considerable financial commitment, 
the firm can gain from an enhanced image in the eyes of the consumers to 
whom it sells its products. In a sense, the charitable support not only can 
help society but also can be a valuable marketing tool to improve the firm's 
image. People expect firms to give something back to society. In a recent 
Corporate Citizenship Study, 78 percent of all respondents said that firms 
have a responsibility to support causes, while 84 percent said that they 
want the firms serving their communities to be committed to social issues. 
Consequently, both society and stockholders can benefit from the charita¬ 
ble donations. If a company identifies a charitable cause that is closely re¬ 
lated to its business, it may be able to simultaneously contribute to society 
and maximize the firm's value. For example, a running shoe manufacturer 
may sponsor a race, or a tennis racket manufacturer may sponsor a tennis 
tournament. 

Apple and IBM invest substantial funds in local education programs. 
Not only is this investment helpful to the communities, but it also results 
in computer sales to schools. Home Depot donates to community programs 
that use much of the money for housing projects. Many Checkers restau¬ 
rants have been located in inner-city areas. They not only provide jobs to 
many minorities but also have been profitable. 

One of the best examples of a firm that has demonstrated its social re¬ 
sponsibility in a manner that has also enhanced its performance is The 
Coca-Cola Company. It initiated a 10-year, $60 million sponsorship of Boys 
& Girls Clubs of America—the largest donation of funds by a firm to a 
specific cause. The sponsorship involves several events, such as basketball 
and golf tournaments and after-school reading sessions. Coca-Cola's name 
will be promoted at the events, which can help attract new young cus¬ 
tomers to its products. 

Dow Chemical Company has created a Community Advisory Panel, 
which identifies community needs and ensures that Dow gives to its com¬ 
munities. Its recent community acts include funding education programs 
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in South America where it conducts some of its business, supporting a 
Habitat for Humanity homebuilding project in Korea, and funding a new 
art center in West Virginia. 


Ensuring Responsibility toward the Community 

C ool Jewel Company has its headquarters in Los Angeles, California, but has retail outlets 
scattered throughout the United States. It wanted to demonstrate its responsibility to¬ 
ward its community and felt that its community included not just its headquarters location, 
but all locations where it has retail outlets. Cool Jewel's managers wanted to provide com¬ 
munity service in a manner that would be recognized by the communities, so they decided 
to produce additional imitation gold wristwatches to be awarded as gifts for accomplish¬ 
ments by local people. For example, Cool Jewel worked with a local school system to give 
the wristwatches to the top students at each school. It also awarded the watches to numer¬ 
ous volunteers who contributed to their local communities. The watches also served as a 
form of public relations because they were inscribed with Cool Jewel's name and logo. Thus, 
Cool Jewel was able to contribute to its community while increasing its name 
recognition. 

1. Cool Jewel considered giving cash awards for accomplishments by local people. Why 
would giving wristwatches be a more suitable way to increase its name recognition? 

2. Why would Cool Jewel attract more demand for its products by serving the local com¬ 
munities where its retail stores are located rather than the community surrounding its 
headquarters? 

ANSWERS: 1. Its wristwatches may become a conversation piece, and they also serve as a sample of the product that it sells. 
2. It is important to appeal to the communities that may potentially buy products at the retail stores, so Cool Jewel should at¬ 
tempt to serve those communities. 


Summary of Business Responsibilities 


Firms have many responsibifities to employees, stockholders, creditors, the 
environment, and the community that must be recognized when doing 
business. The following quotations from recent annual reports illustrate 
firms' general concern about ethics and social responsibility: 

"A comprehensive annual ethics training program heightens the awareness 
of our employees and provides guidelines to resolve issues responsibly." 

—Rockwell International 

"Boise Cascade is committed to protecting the health and safety of our em¬ 
ployees, being a responsible corporate citizen in the communities in which 
we operate, and providing active stewardship of the timberlands under our 
management." 


—Boise Cascade 
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Self-Scoring Cxercise 

Assessing the Ethical Standards 
of the Firm Where You Work 

Think about the organization you currently work for or one you know 
something about and complete the following Ethical Climate Question¬ 
naire. Use the scale below and write the number that best represents 
your answer in the space next to each item. 

To what extent are the following statements true about your 
company? 

Completely Mostly Somewhat Somewhat Mostly Completely 
false false false true true true 

0 1 2 3 4 5 

1 . 


Subtotal 1 


+ Subtotal 2 


"We... believe that to create long 
term value for shareholders, we 
must also create value in our 
relationships with customers, em¬ 
ployees, suppliers and the com¬ 
munities in which we operate ." 

—Briggs & Stratton 

Most firms have procedures in 
place to ensure that their social 
responsibilities are satisfied. They 
also enforce codes that specify their 
responsibilities. Prudential Securi¬ 
ties has created a position called 
"Corporate Values Officer" to en¬ 
sure that its social responsibilities 
are fulfilled. 

Some firms may make more of 
an effort to follow ethical standards 
than others. The first Self-Scoring 
Exercise allows you to assess the 
ethical standards of the firm where 
you work. Employees may vary in 
their perception of what behavior 
is ethical. The second Self-Scoring 
Exercise provides a variety of situa¬ 
tions that would probably be per¬ 
ceived as unethical by some people 
but as acceptable by others. 

Business Responsibilities 
in an International 
Environment 

When firms compete in an inter¬ 
national environment, they must 
be aware of cultural differences. 
Firms from some countries do not 
necessarily view certain business 
practices such as payoffs to large 
customers or to suppliers as uneth¬ 
ical. This makes it difficult for other 
firms to compete for international 
business. Nevertheless, firms typi¬ 
cally attempt to apply their ethical 
guidelines and corporate responsi¬ 
bilities in an international setting. By doing so, they establish a global rep¬ 
utation for running their business in an ethical manner. 


In this company, people are expected to follow their own per¬ 
sonal and moral beliefs. 

_ 2. People are expected to do anything to further the company's 

interests. 

_ 3. In this company, people look out for each other's good. 

_ 4. It is very important to follow the company's rules and proce¬ 
dures strictly. 

_ 5. In this company, people protect their own interests above 

other considerations. 

_ 6. The first consideration is whether a decision violates any law. 

_ 7. Everyone is expected to stick by company rules and 

procedures. 

_ 8. The most efficient way is always the right way in this 

company. 

_ 9. Our major consideration is what is best for everyone in the 

company. 

_10. In this company, the law or ethical code of the profession is the 

major consideration. 

_11. It is expected at this company that employees will always do 

what is right for the consumer and the public. 

To score the questionnaire, first add up your responses to questions 1,3, 
6,9,10, and 11. This is subtotal number 1. Next, reverse the scores on 
questions 2,4, 5, 7, and 8 (5 = 0,4 = 1,3 = 2,2 = 3,1 = 4,0 = 5). Add 
the reverse scores to form subtotal number 2. Add subtotal number 1 to 
subtotal number 2 for an overall score. 


= Overall Score 


Overall scores can range from 0 to 55. The higher the score, the more the 
organization's culture encourages ethical behavior. 
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clothing from Asian factories 
that allegedly mistreat their 
employees. 


Protestors stand in front of a 
Gap store, protesting Gap's 
purchases of some of its 



In 2004, Gap, Inc., took a major step toward social responsibility in the 
international environment that may serve as a model for other firms in the 
future. It conducted a major assessment of the 3,000 factories in Africa, 
China, India, South America, and other locations that produce the cloth¬ 
ing it sells. The workers in these factories are not employees of Gap, but 
since Gap relies on these factories for its clothing, it felt responsible for en¬ 
suring that the workers have reasonable working conditions. In its 40-page 
social responsibility report, the company reported that many of these fac¬ 
tories do not follow reasonable labor standards. This was a bold move by 
Gap, because it acknowledged that it was unaware that some workers who 
produce its clothing did not have adequate working conditions. As a result 
of its assessment, Gap stopped using some factories where conditions were 
inadequate. This is Gap's way of protesting against bad working conditions 
and indicating that it does not want to do business with any factory that 
does not treat its employees properly. 

The Cost of Fulfilling 
Social Responsibilities 

A summary of possible expenses incurred as a result of social responsibili¬ 
ties is provided in Exhibit 2.6. Some firms incur large expenses in all areas 
of social responsibility. For example, automobile manufacturers such as 
Ford Motor Company and General Motors must ensure that their produc¬ 
tion of automobiles does not harm the environment. Second, they must 
ensure that all employees in their massive workforces are treated properly. 
Third, they must ensure that they deliver a safe and reliable product to 
their customers. 

In recent years, many new government regulations have been imposed 
to create a cleaner environment and ensure that firms do not neglect other 
social responsibilities. Normally, all the firms in an industry will raise their 
prices to cover the expenses associated with following new government 
regulations. For example, restrictions on cutting down trees resulted in 
higher expenses for paper companies. These companies raised their prices 
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Selfi-Sccring Cxerci&e 

Assessing Whether Specific 
Situations Are Ethical 

The purpose of this exercise is to explore your opinions about ethical is¬ 
sues faced in organizations.The class should be divided into 12 groups. 

Each group will randomly be assigned one of the following issues: 

1. Is it ethical to take office supplies from work for home use? 

Make personal long-distance calls from the office? Use com¬ 
pany time for personal business? Or do these behaviors consti¬ 
tute stealing? 

2. If you exaggerate your credentials in an interview, is it lying? 

Is lying to protect a co-worker acceptable? 

3. If you pretend to be more successful than you are to impress 
your boss, are you being deceitful? 

4. How do you differentiate between a bribe and a gift? 

5. If there are slight defects in a product you are selling, are you 
obligated to tell the buyer? If an advertised "sale" price is really 
the everyday price, should you divulge the information to the 
customer? 

6. Suppose you have a friend who works at the ticket office for 
the convention center where Shania Twain will be appearing. 

Is it cheating if you ask the friend to get you tickets so that you 
won't have to fight the crowd to get them? Is buying merchan¬ 
dise for your family at your company's cost cheating? 

7. Is it immoral to do less than your best in work performance? Is 
it immoral to accept workers'compensation when you are fully 
capable of working? 

8. What behaviors constitute emotional abuse at work? What 
would you consider an abuse of one's position of power? 

9. Are high-stress jobs a breach of ethics? What about transfers 
that break up families? 

10. Are all rule violations equally important? Do employees have 
an ethical obligation to follow company rules? 

11. To what extent are you responsible for the ethical behavior of 
your co-workers? If you witness unethical behavior and don't 
report it, are you an accessory? 

12. Is it ethical to help one work group at the expense of another 
group? For instance, suppose one group has excellent perfor¬ 
mance and you want to reward its members with an afternoon 
off. The other work group will have to pick up the slack and 
work harder if you do this. Is this ethical? 

Once your group has been assigned its issue, you have two tasks: 

1. First, formulate your group's answer to the ethical dilemmas. 

2. After you have formulated your group's position, discuss the 
individual differences that may have contributed to your posi¬ 
tion. You will want to discuss the individual differences pre¬ 
sented in this chapter as well as any others that you believe 
affected your position on the ethical dilemma. 

Your instructor will lead the class in a discussion of how individual differ¬ 
ences may have influenced your positions on these ethical dilemmas. 


to cover these higher expenses. 
Maintaining social responsibilities 
is necessary but costly, and cus¬ 
tomers indirectly pay the expenses 
incurred. 

Cost of Complaints 

When assessing the expense in¬ 
volved in dealing with customer or 
employee complaints, firms nor¬ 
mally consider the cost of hiring 
people to resolve the complaints. 
However, they must also consider 
the cost of defending against pos¬ 
sible lawsuits by customers and 
employees. Customers suing firms 
for product defects or deceptive ad¬ 
vertising and employees suing their 
firms for discrimination are com¬ 
mon practices today. 

A number of expenses can be 
associated with a lawsuit. First, the 
court may fine a firm that is found 
guilty. Some court-imposed fines 
have amounted to several million 
dollars. Second, some lawsuits are 
settled out of court, but the settle¬ 
ment may require the firm to make 
some payment to customers or em¬ 
ployees. Third, a firm may incur 
substantial expenses when hiring 
an attorney. Many lawsuits con¬ 
tinue for several years, and the ex¬ 
penses of the attorney (or a law 
firm) for a single case may exceed 
$ 1 million. Fourth, an indirect cost 
of a lawsuit is the decline in de¬ 
mand for a firm's product because 
of bad publicity associated with the 
lawsuit. This results in less revenue 
to the firm. 

The high cost of customer com¬ 
plaints is a reason by itself for firms 
to be ethical and socially respon¬ 
sible. Yet, even when firms estab¬ 
lish and enforce a comprehensive 
code of social responsibility, they 
do not necessarily avoid complaints 
and lawsuits. They must recognize 
this when estimating the expenses 
involved in social responsibility. 
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Exhibit 2.6 

Responsibility to: 

Expenses Incurred as a Result: 

Possible Expenses Incurred 
as a Result of Social 
Responsibilities 

Customers 

Establishing program to receive and resolve complaints 
Conducting surveys to assess customer satisfaction 

Lawsuits by customers (product liability) 


Employees 

Establishing program to receive and resolve complaints 
Conducting surveys to assess employee satisfaction 

Lawsuits by employees based on allegations of discrimination 

Stockholders 

Disclosing financial information periodically 

Lawsuits by stockholders based on allegations that the firm's 
managers are not fulfilling their obligations to stockholders 

Environment 

Complying with governmental regulations on environment 
Complying with self-imposed environmental guidelines 

Community 

Sponsoring community activities 


Cross Functional Teamwork 

Ethical Responsibilities across Business Functions 


T he perception of a firm's ethical standards is dependent 
on its team of managers. The ethical responsibilities of a 
firm's managers vary with their specific job assignments. 
Production managers are responsible for producing a prod¬ 
uct that is safe.They should also ensure that the production 
process satisfies environmental standards. 

Marketing managers are responsible for marketing a 
product in a manner that neither misrepresents the prod¬ 
uct's characteristics nor misleads consumers or investors. 
Marketing managers must communicate with production 
managers to ensure that product marketing is consistent 
with the production. Any promotion efforts by marketing 


managers that make statements about product quality 
should be assessed by production managers to ensure 
accuracy. 

Financial managers are responsible for providing ac¬ 
curate financial reports to creditors or investors who may 
provide financial support to the firm. They rely on informa¬ 
tion from production and marketing managers when 
preparing their financial reports. 

A firm earns a reputation for being ethical by ensuring 
that ethical standards are maintained in all business func¬ 
tions. If some members of its team of managers are unethi¬ 
cal, the entire firm will be viewed as unethical. 


College Health Club: Social Responsibility Decisions 

at CHC 

As a college student, Sue Kramer always had an interest in the social responsibility of busi¬ 
nesses. Now that she is establishing the College Health Club (CHC), she can apply her be¬ 
liefs about social responsibility to her own business. Sue recognizes that being socially 
responsible may reduce her firm's earnings or result in higher prices to her customers 
because attending to many social responsibilities can increase expenses. Sue's goal is to 
develop strategies for satisfying CHC's social responsibilities in a manner that can still 
maximize the firm's value. 

Sue identifies the following specific responsibilities of CHC to her customers, employ¬ 
ees, environment, and community: 

► Responsibility to Customers Sue plans to spend some of her time talking with cus¬ 
tomers at the health club to determine whether the customers (members) are satisfied 
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with the facilities that CHC offers. She also plans to send out a survey to all the mem¬ 
bers to obtain more feedback. Furthermore, she offers a money-back guarantee if the 
customers are not satisfied after a two-week trial period. 

Sue's efforts are intended not only to fulfill a moral responsibility but also to increase 
the firm's memberships over time. In the health club business, the firm's reputation for 
satisfying the customer is important. Many customers choose a health club because of 
referrals by other customers. Therefore, Sue hopes that her efforts will identify ways in 
which she can make CHC more appealing to potential members. She also wants to 
show her interest in satisfying the existing members. 

► Responsibility to Employees Sue started the business with herself as the only 
full-time employee. However, she has one part-time employee (Lisa Lane) and expects 
to hire more employees over time as the number of memberships increases. Sue plans 
to pay employee wages that are consistent with those of other health clubs in the area. 
She also plans to have employees who are diverse in gender and race. Her goal is not 
just to demonstrate her willingness to seek diversity but also to attract diversity among 
customers as well. For example, she wants her health club to have a somewhat even 
mix of males and females and believes that an even mix of employees over time might 
attract an even mix of customers. 

► Responsibility to the Environment Since the health club is a service, no pro¬ 
duction process is involved that could damage the environment. However, Sue will es¬ 
tablish recycling containers for cans of soft drinks consumed at CHC. 

► Responsibility to the Community Sue feels a special allegiance to Texas Col¬ 
lege, which she has attended over the last four years. She has volunteered to offer a free 
seminar on health issues for the college students. She believes that this service will not 
only fulfill her moral responsibility but also allow her to promote her new health club 
located next to the college campus.Therefore, her community service could ultimately 
enhance the value of CHC. 

► Summary of CHC's Social Responsibilities In general, Sue is developing 
strategies that will not only satisfy social responsibilities but also retain existing cus¬ 
tomers and attract new customers. She has created the following pledge, which she will 
use as a guideline when making various business decisions: 

Pledge of Social Responsibilities at CHC 

Sue Kramer, owner of CHC, recognizes her firm's responsibility to its customers, its 
employees, its owners, its creditors, and the environment. CHC intends to offer its 
customers excellent service at reasonable prices. It will consider feedback from cus¬ 
tomers and attempt to continually improve its services to satisfy customers. It will 
offer its employees a safe working environment and equal opportunities without bias. 
The firm will be managed in a manner that will maximize the value of the business for 
any owners who are invited to invest in the firm over time. CHC recognizes its respon¬ 
sibility to make timely payments on debt owed to creditors. It also pledges to con¬ 
duct its business in a manner that will not harm the environment. By satisfying 
customers, employees, and creditors, CHC should establish a good reputation and 
attract more customers in the future. 
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Summary 


El The behavior of firms is 
molded by their business ethics, or 
set of moral values. Firms have a re¬ 
sponsibility to produce safe products 
and to sell their products without 
misleading the customers. They 
ensure social responsibility toward 
customers by establishing a code of 
ethics, monitoring customer com¬ 
plaints, and asking customers for 
feedback on products that they 
recently purchased. 

Firms have a responsibility to 
provide safe working conditions, 
proper treatment, and equal oppor¬ 
tunity for employees. They can sat¬ 
isfy their responsibility toward 
employees by enforcing safety 
guidelines, offering seminars on di¬ 
versity, and establishing a grievance 
procedure that allows employees to 
report any complaints. 


^3 Firms have a responsibility to 
satisfy the owners (or stockholders) 
who provided funds. They attempt 
to ensure that managers make deci¬ 
sions that are in the best interests of 
stockholders. 

□ Firms have a responsibility to 
meet their financial obligations to 
their creditors. This responsibility in¬ 
cludes not only paying their debts 
but also not supplying creditors with 
misleading information about their 
financial condition. 

Firms have a responsibility to 
maintain a clean environment when 
operating their businesses. Fiowever, 
they incur expenses when attempt¬ 
ing to fulfill their environmental 
responsibility. 


^3 Firms have a social responsibil¬ 
ity to the local communities where 
they attract customers and employ¬ 
ees. They provide donations and 
other benefits to these communities. 

How the Chapter 
Concepts Affect 
Business Performance 

A firm's decisions regarding the 
ethics and social responsibility con¬ 
cepts summarized above can en¬ 
hance its business performance. By 
following ethical practices, a firm 
can gain the trust of its customers 
who will return to buy more prod¬ 
ucts. By treating its employees well, 
it motivates them to work harder. 

By making its debt payments to its 
creditors on time, it gains the trust of 
creditors for when it needs more 
funding. All of the firm's decisions 
are intended to enhance its perfor¬ 
mance and the value of its stock, 
which satisfies its shareholders. 



Key Terms 


affirmative action 45 
business responsibilities 39 
consumerism 40 


institutional investors 51 
monopoly 41 
sexual harassment 45 


shareholder activism 51 
social responsibility 38 


Review & Critical Thinking Questions 


1. Define business ethics and de¬ 
scribe an ethical situation in 
which you had to distinguish 
between right and wrong. 

2. Identify the entities to which 
firms have a social responsibility. 
Briefly describe the social re¬ 
sponsibility a firm has to each 
entity. 

3. How can tying employee com¬ 
pensation to a firm's perfor¬ 


mance resolve some conflicts 
of interest? How can tying em¬ 
ployee compensation to a 
firm's performance create other 
conflicts of interest? 

4. Identify the actions a firm 

can take to ensure that if fulfills 
its social responsibility to its 
customers. 

5. What is the purpose of a code of 
responsibilities? 


6. How can a business fulfill 
its social responsibility to its 
customers and still earn a 
profit? 

7. Explain the role the government 
plays in ensuring that firms be¬ 
come socially responsible to 
customers. 

8. What is the purpose of a griev¬ 
ance policy? 
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9. Briefly describe a firm's social 
responsibility to its community 
and the environment. 

10. Describe the most common 
abuses of the environment and 
explain how businesses can 
prevent them. 


11. How does a business's responsi¬ 
bility to its community affect 
product prices? Are firms that 
maximize their social responsi¬ 
bility to the community able to 
maximize shareholder value? 
Why or why not? 


12. Identify and explain the conflict¬ 
ing objectives that often chal¬ 
lenge a manager's responsibility. 

13. Identify expenses that a firm 
may incur when assuming social 
responsibility for customers and 
employees. 
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Discussion Questions 


1. Assume that you are a manager. 
Broadly speaking, how would 
your firm's business ethics and 
social responsibility affect your 
decision making? What effect 
would these issues have on 

the organization's bottom line 
(earnings)? 

2. Assume that you are a man¬ 
ager. What are your ethical 
responsibilities to the follow¬ 
ing: (a) employees, (b) stock¬ 
holders, (c) customers, and 
(d) suppliers? 

3. You are an employee at XYZ 
Corporation. You just discovered 
that a manager deliberately neg¬ 
lected to include a large expense 
in the company's last annual re¬ 
port. The manager also told you 
that he plans to sell some of the 
stock he owns in the firm soon. 
How does this manager benefit 
at the expense of other employ¬ 
ees? What are the ethical impli¬ 
cations of his actions? 


4. How could a firm use the Inter¬ 
net to promote the business 
ethics and social responsibility 
it practices? 

5. Discuss the pros and cons of 
affirmative action programs and 
how they affect business recruit¬ 
ing and selection efforts. Do 
you think they constrain or aid 
businesses? 

6. You are the manager of a cloth¬ 
ing manufacturer with opera¬ 
tions in several developing 
countries. You discover that em¬ 
ployees are not being treated 
according to your company's 
ethical standards. What options 
are available to you to change 
the way employees are treated? 

7. You are a manager of a company 
that manufactures phosphates; 
during the manufacturing pro¬ 
cess, these chemicals contami¬ 
nate the environment and harm 
the ecosystem of birds that nest 
in the area. Cleaning up the 


chemicals would be too costly 
for your firm to continue to be 
profitable. What alternatives are 
available for you to engage in 
and still maintain your responsi¬ 
bility to the community? 

8. As an employee of a large multi¬ 
national firm, you are attempt¬ 
ing to negotiate with a high-level 
political official to purchase a 
large piece of land for a factory 
in a developing country. The po¬ 
litical official asks you for a sub¬ 
stantial "gift" to his political 
campaign. What is an ethical 
solution to his request? 

9. You are a small business owner 
in a small town. You are ap¬ 
proached by a local school's foot¬ 
ball team about sponsoring a 
fundraising event to raise money 
for a trip out of state for a na¬ 
tional football game. How can 
you maintain your responsibili¬ 
ties to creditors and still fund the 
community project? 


It’s Your Decision: Ethics at CHC 

1. Sue was recently asked if she wants to sell aerobics clothing in her health club. A cloth¬ 
ing firm has the clothing produced in Asia and would sell it to her customers at a rea¬ 
sonable price and still earn a profit. Sue has heard that this firm hires children to make 
the clothing under poor working conditions. Should Sue sell this clothing at CHC? 

2. Based on the information in the previous question, what is Sue's social responsibility (if 
any) to prevent improper treatment of employees in other countries? 

3. Sue has several friends at Texas College who would like a part-time job at the health 
club. However, she knows that CHC would perform better if she hires part-time stu¬ 
dents who are majors in exercise science. Does Sue have a social responsibility to hire 
her friends? 

4. Do you think a services firm like a health club has different social responsibilities than a 
manufacturing firm has? 

5. Sue finds out that some trainers at CHC are encouraging customers to use certain 
herbal supplements. Sue learns that the supplements may cause physical harm to the 
customers. Should she fire the trainers? 
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Investing in a Business 


Using the annual report of the firm in which you would 
like to invest, complete the following: 

Many firms disclose their policies on ethics and so¬ 
cial responsibilities within their annual reports. Does 
your firm mention any specific policies that encour¬ 
age employees' ethical behavior? Does the firm give 
any specific examples of how it accomplishes these 
goals? 

Q Describe your firm's policies on its social responsibil¬ 
ity toward its community and the environment. 
Does the firm give any specific examples of how it 
accomplishes these goals? 


Explain how the business uses technology to en¬ 
hance its business ethics and social responsibility. 
For example, does it use the Internet to provide 
information regarding its business practices? Does 
it provide a place for customer complaints on the 
Internet? 

Q Go to http://hoovers.com and locate the NEWS 
SEARCH. Type in the name of the firm in the space 
provided, and review the recent news stories about 
the firm. Summarize any (at least one) recent news 
story about the firm that applies to one or more of 
the key concepts in this chapter. 


Case: Social Responsibility at Ben & Jerry's Ice Cream 


Ben Er Jerry's Ice Cream began as a small business and 
has grown into an international corporation. Its mission 
statement includes provisions about (1) producing 
a good product for its customers, (2) providing an 
economic reward (profits) to its shareholders, and 
(3) fulfilling its social responsibility. These three goals 
have no particular order. Ben & Jerry's believes that it 
should not focus on any one goal but should achieve all 
three goals. 

Ben & Jerry's directs 7.5 percent of its pretax profits 
to a foundation, which donates money to specific chari¬ 
table organizations. In another effort to fulfill its social 
responsibility, Ben & Jerry's works with small busi¬ 
nesses, as its owners remember that it was once a small 
business. It relies on small businesses for some of the 
materials used in its production process. 


Ben & Jerry's has proved that it can achieve its eco¬ 
nomic mission while fulfilling its social mission. Its 
social commitment has enhanced Ben & Jerry's reputa¬ 
tion, increased its name recognition, and stimulated 
demand for its ice cream. Thus, the company's social 
mission has enhanced its profits and therefore is aligned 
with its economic mission. 

Questions 

Q Why do you think Ben & Jerry's has a social 
mission? 

Q Does the firm's social mission conflict with its eco¬ 
nomic mission? 

Q Do you think the shareholders disapprove of Ben & 
Jerry's social mission? 


Video Case: Social Responsibility at Timberland 


Timberland Corporation is a manufacturer of outdoor 
clothing and accessories, including weatherproof jack¬ 
ets, shoes, and boots. Its motto is "make it better," and 
its management says it is committed to improving the 
environment. On Earth Day (April 22), Timberland or¬ 
ganizes projects to encourage schools around the United 
States to teach children about protecting the environ¬ 
ment and to refurbish schools and children's camps. 
Timberland also sponsors an event called Servapolooza, 
in which many of its employees take part. To encourage 
employees to participate, Timberland allows each em¬ 
ployee some time off to engage in community service 


and measures its success by the number of awards it 
wins for community service. Timberland's website also 
provides a clearinghouse of volunteer activities for com¬ 
munity service, ranging from food drives to marsh 
restoration. You can get more information about Tim¬ 
berland at http://www.timberland.com. 

Questions 

Q What kind of marketing benefits might Timberland 
obtain from its community service efforts? 

Q Which stakeholders benefit from Timberland's ef¬ 
forts to be a good corporate citizen? Why might the 
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customers of Timberland be supportive of the firm's 
efforts to help the environment? 

How might Timberland's community service efforts 
help it to perform better? Should Timberland's 
stockholders be enthusiastic about the firm's ex¬ 
penditures for the environment and time off for 
workers? 


Q How might Timberland's focus on children- 
centered projects generate new customers for 
Timberland? 

Q Should Timberland expect to get better perfor¬ 
mance from its employees by allowing them time 
off for community service? How? 


Internet Applications 


1. http://www.issproxy.com/index.jsp 

Look at some of the news items on this website. What 
kinds of conflicts can you identify between stockholders 
of businesses? Do managers always act in the interest of 
their stockholders, or do they sometimes pursue their 
own interests? 

2. http://www.transparency.org 

Transparency International is an organization that rates 
countries by the likelihood of bribery and corruption 
there. Look at the Bribe Payer's Survey. In which coun¬ 
tries were businesses least likely to be expected to pay a 


bribe? Which countries received the best rankings? 
What can businesses to do avoid paying bribes? 

3. http://www.hummingbird.com/about/governance/ 
index.html?cks5y 

Look at Hummingbird, Ltd.'s code of corporate ethics. 
What does "conflict of interest" mean? What does 
Hummingbird define as ethical behavior? Why might 
Hummingbird inform the public of its code of ethics? 
How might Hummingbird benefit from the code of 
ethics? 


Dell's Secret to Success 


POLL 


Go to http://www.reportgallery.com and review Dell's 
most recent annual report. Also, go to Dell's website 
(http://www.dell.com) and in the section "about Dell," 
review the background material about Dell that relates 
to this chapter. 

Questions 

Q Describe Dell's goals with respect to the communi¬ 
ties where it works. 


| Dell's website describes the various charities and 
community programs the company has initiated. 
Briefly summarize a few of Dell's programs. De¬ 
scribe Dell's efforts to improve the environment. 

Q Dell's website describes its code of conduct, which 
contains terms such as trust, integrity, honesty, respect, 
and responsibility. Review Dell's code of conduct. 
What is Dell attempting to accomplish with its code 
of conduct? 
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True or False 

1. The responsibility of firms toward customers can be 
enforced by specific groups of consumers. 

2. The government protects consumers by regulating 
the quality of some products that firms produce. 

3. Deregulation results in lower prices for consumers. 

4. The Clayton Act is intended to restrict competition. 

5. U.S. firms that conduct business in foreign countries 
are not subject to the rules enforced by the local 
government. 

6. In recent years, stockholders have been active in 
trying to influence a firm's management practices. 

7. An attempt by a firm to maximize social responsi¬ 
bility to the community may reduce the firm's 
ability to provide products at a reasonable price 
to consumers. 

8. In recent years, pollution laws have become less 15. 

stringent. 

9. Employees commonly sue firms for product defects 
or deceptive advertising. 

10. Marketing managers are primarily responsible for 
providing accurate financial information to credi¬ 
tors and investors. 

Multiple Choice 

11. The recognition of how a firm's business decisions 
can affect society is its: 

a) moral code. 

b) social responsibility. 

c) conservation policies. 

d) recycling program. 

e) consumer bill of rights. 

12. A firm's_is measured by its stock price, which 

can be negatively affected by unethical business 
practices: 


a) value 

b) revenue 

c) bond rating 

d) risk 

e) return on equity 

13. Many U.S. firms provide guidelines of behavior to 
employees through a code of: 

a) reciprocity. 

b) cartel arrangements. 

c) kickback arrangements. 

d) technical production manuals. 

e) responsibilities and ethics. 

14. Firms can ensure responsibility to customers by: 

a) safe manufacturing techniques. 

b) proper disposal of toxic waste. 

c) employee diversity programs. 

d) soliciting feedback about products. 

e) full financial disclosure. 

_represents the collective consumer demand 

that businesses satisfy their needs. 

a) Conservationism 

b) Consumerism 

c) Social responsibility 

d) Business ethics 

e) Recycling 

16. The act that prohibits unfair methods of competi¬ 
tion is the: 

a) Humphrey Act. 

b) Civil Rights Act of 1964. 

c) Federal Trade Commission Act. 

d) GarnAct. 

e) Reagan Antitrust Act. 

17. Tying agreements, binding contracts, and interlock¬ 
ing directorates are prohibited by the: 

a) Clayton Act. 

b) Sherman Antitrust Act. 

c) Robinson-Patman Act. 

d) Celler-Kefauver Act. 

e) Federal Trade Commission Act. 
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18. The act that prohibits mergers between firms that 
reduce competition within an industry is the: 

a) Robinson-Patman Act. 

b) Celler-Kefauver Act. 

c) Federal Trade Commission Act. 

d) Clayton Act. 

e) Sherman Antitrust Act. 

19. Which of the following represents legislation 
passed to prevent firms from entering into agree¬ 
ments to set prices and avoid competition? 

a) affirmative action laws 

b) deregulation codes 

c) antitrust laws 

d) consumerism laws 

e) Food and Drug Administration Act 

20. If a firm is the sole provider of a good or service, 
it is a(n): 

a) unsuccessful organization. 

b) sole proprietorship. 

c) deregulated firm. 

d) institutional investor. 

e) monopoly. 

21. The following industries have been deregulated, al¬ 
lowing more firms to enter the industry, except for: 

a) trucking. 

b) railroads. 

c) airlines. 

d) boating. 

e) telecommunications. 

22. The act that prohibits price differences on promo¬ 
tional allowances that reduce competition within 
an industry is the: 

a) Celler-Kefauver Act. 

b) Robinson-Patman Act. 

c) Clayton Act. 

d) Sherman Antitrust Act. 

e) Federal Trade Commission Act. 

23. The act that encourages competition and prevents 
monopolies is the: 


a) Deregulation Act. 

b) Federal Trade Commission Act. 

c) Robinson-Patman Act. 

d) Celler-Kefauver Act. 

e) Sherman Antitrust Act. 

24. Unwelcome comments or actions of a sexual nature 
are examples of: 

a) business as usual. 

b) sexual harassment. 

c) equal employment opportunities. 

d) workplace diversity. 

e) deregulation. 

25. Which of the following terms describes a set of 
activities intended to increase opportunities for 
minorities and women? 

a) affirmative action 

b) Americans with Disabilities Act 

c) minimum wage law 

d) antitrust action 

e) consumerism 

26. The act that prohibits discrimination due to na¬ 
tional origin, race, gender, or religion is the: 

a) Clayton Act. 

b) Sherman Antitrust Act. 

c) Federal Trade Commission Act. 

d) Civil Rights Act of 1964. 

e) Robinson-Patman Act. 

27. One example of a firm's attempt to ensure the 
proper and equal treatment of all employees is 
the establishment of a: 

a) labor contract. 

b) strike. 

c) grievance procedure. 

d) walkout. 

e) lockout. 

28. The firm's management is responsible for satisfy¬ 
ing its: 

a) union demands. 

b) owners or stockholders. 
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c) business agents. 

d) competition. 

e) friends. 

29. If a firm exaggerates its estimates of revenues or 
earnings: 

a) investors pay too much for the stock. 

b) stock value initially declines. 

c) equity is diluted. 

d) insider trading is occurring. 

e) the stock is illiquid. 

30. Tying employee compensation to firm performance 
can lead to: 

a) lack of employee motivation. 

b) resolution of all conflicts of interest within the 
firm. 

c) enhanced ethical behavior by employees. 

d) excessive turnover. 

e) manipulation of financial reporting. 

31. An active role by stockholders in influencing a firm's 
management policies is called: 

a) empowerment. 

b) reengineering. 

c) self-managed teams. 

d) quality circles. 

e) shareholder activism. 

32. Shareholder activism is most commonly prac¬ 
ticed by: 

a) customers. 

b) chief executive officers. 

c) institutional investors. 

d) managers. 

e) the government. 

33. Assuming everything else is the same, a firm that 
pays higher executive salaries will experience a 
_rate of return on the stockholders'invest¬ 
ment than a firm that pays lower executive salaries. 

a) more stable 

b) lower 

c) higher 


d) steadier 

e) more erratic 

34. Firms are responsible to their creditors by meeting 
their: 

a) dividend payments. 

b) financial obligations. 

c) retained earnings. 

d) stockholders'equity. 

e) treasury stock. 

35. If a firm fails to meet its responsibilities to_, 

it may be forced into bankruptcy. 

a) its employees 

b) the environment 

c) the government 

d) its creditors 

e) its owners 

36. Enron's main ethical breach was: 

a) improper disposal of toxic waste 

b) sex discrimination 

c) misleading financial reporting 

d) unsafe products 

e) violation of antitrust laws 

37. A firm's decision to maximize its social responsibili¬ 
ties may conflict with its responsibility to: 

a) monopolize the marketplace. 

b) provide safe products for customers. 

c) maximize the opportunities for women and 
minorities. 

d) maximize the firm's value for stockholders. 

e) follow government regulations. 

38. Most firms have procedures in place as well as 
codes to ensure individual employee accountability. 
This is a part of their: 

a) program network. 

b) division of work. 

c) local area network. 

d) social responsibility. 

e) recycling program. 
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Like most businesses, the 
performance of a tile business is 
highly dependent on the economic 
conditions. 


The Learning Goals 
of this chapter are to: 


Explain how economic growth affects 
business performance. 


Explain how inflation affects 
business performance. 


Explain how market prices 
are determined. 

Explain how the government 
influences economic conditions. 


Explain how interest rates affect 
business performance. 


Assessing Economic 
Conditions 


Economic conditions reflect the 
level of production and consump¬ 
tion for a particular country, area, 
or industry. Macroeconomic con¬ 
ditions reflect the overall U.S. 
economy; microeconomic con¬ 
ditions are more focused on the 
business or industry of concern. 
This chapter focuses on U.S. 
macroeconomic conditions, and 
the following chapter focuses on 
how global conditions affect busi¬ 
ness decisions made by a firm. 

Economic conditions can affect 
the revenue or expenses of a busi¬ 
ness and therefore can affect the 
value of that business. Consider 
the case of Prestige Tile Company, 
which installs fancy tile in hotels, 
restaurants, and other businesses. 
Although the demand for its ser¬ 
vice has grown substantially over 
time, the demand tends to be 


stronger when the economy is 
strong and its clients'businesses 
are performing well. 

Prestige Tile Company must fore¬ 
cast the demand for its service so 
that it can make sure it has enough 
tile and enough employees to sat¬ 
isfy that demand. Since the de¬ 
mand is dependent on economic 
conditions, the amount of tile that 
Prestige Tile will produce is depen¬ 
dent on economic conditions. In 
addition, government policies can 
affect economic conditions and 
must be considered as well.Thus, 
Prestige Tile Company must 
determine: 

► How will economic growth af¬ 
fect the revenue and expenses 
associated with its service? 

► How will inflation affect the 
revenue and expenses associ¬ 
ated with its service? 


► How will interest rates affect 
the revenue and expenses as¬ 
sociated with its service? 

► How will prevailing govern¬ 
ment policies affect the rev¬ 
enue and expenses associated 
with its service? 

These types of assessments are 
necessary for all businesses. Al¬ 
though every business is not af¬ 
fected in the same manner by 
changing economic conditions, 
most businesses are affected to 
some degree. This chapter explains 
how the assessment of the eco¬ 
nomic environment by Prestige 
Tile Company or any other firm can 
be conducted in a manner that 
maximizes the firm's value. 
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PART I 


BUSINESS ENVIRONMENT 


i 


Explain how economic 
growth affects business 
performance. 


economic growth 

the change in the general level of 
economic activity 


recession 

two consecutive quarters of nega¬ 
tive economic growth 


Impact of Economic Growth 
on Business Performance 


Economic growth represents the change in the general level of economic 
activity. Sometimes economic growth is strong, and other times it is rela¬ 
tively weak. 

Strong Economic Growth 

When U.S. economic growth is stronger than normal, the total income 
level of all U.S. workers is relatively high, so there is a higher volume of 
spending on products and services. Since the demand for products and ser¬ 
vices is high, firms that sell products and services should generate higher 
revenue. 

How the Impact of a Strong Economy Spreads across Firms The impact of a stronger 
economy can spread quickly across all businesses. Once consumers begin 
to increase their spending, firms experience a stronger demand for their 
products and may begin to hire more employees to accommodate that in¬ 
creased demand. They may also need to expand their operations, which 
results in increased demand for supplies, construction services, and mate¬ 
rials. Then, the construction firms may have to hire more workers to ac¬ 
commodate the increased demand for construction. As more jobs are 
created, the general income level of consumers rises, allowing them to 
spend more money. In addition, investors who invested in businesses tend 
to earn a higher return on their investment when the economy is strong, 
and they may spend much or all of that return on products and services. 
Thus, the extra income causes a favorable ripple effect throughout the 
economy. 

Weak Economic Growth 

Whereas strong economic growth enhances a firm's revenue, slow eco¬ 
nomic growth results in low demand for products and services, which can 
reduce a firm's revenue. Even firms that provide basic products or services 
are adversely affected by a weak economy because customers tend to re¬ 
duce their demand. For example, the demand for coffee at Starbucks is af¬ 
fected by general economic conditions. Since specialty coffee is not really 
a necessity, demand for it is stronger when consumers are earning a rela¬ 
tively high income and can afford it. The demand for soft drinks and 
bottled water is also affected, as some people rely more on tap water under 
weak economic conditions. The potential impact of slower economic 
growth is reflected in the following statements: 

"Our caution stems largely from the macroeconomic environment, in which 
some forecasts are for slower growth ." 

—Hewlett-Packard 

“[The company] expects to experience significant fluctuations in future [per¬ 
formance] due to ... general economic conditions ." 

—Amazon.com 

When economic growth is negative for two consecutive quarters, the pe¬ 
riod is referred to as a recession. 
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Businesses tend to impose 
layoffs when economic con¬ 
ditions weaken, because they 
no longer need all of their 
employees once the demand 
for their products or services 
is reduced. 



When the U.S. economy is weak, some U.S. workers are laid off by 
firms and therefore have less money that they can use to buy products or 
services. Other U.S. workers fear that they may be laid off and try to save 
more of their income in case they lose their jobs in the future. They only 
spend money on necessities. Thus, the demand for many products and ser¬ 
vices is reduced. This results in reduced revenue (and profits) for many 
firms. Since the firms are not able to sell all the products or services they 
can produce, they may attempt to reduce their expenses by laying off even 
more workers. Because a recession causes a reduction in income and de¬ 
mand, it has a major adverse impact on the performance of firms. 

How the Impact of a Weak Economy Spreads across Firms The impact of weak eco¬ 
nomic conditions can spread quickly across all businesses. For example, 
the demand for new cars sold by automakers such as Ford Motor Company 
and General Motors declines, leaving them with more cars produced than 
they can sell. They may respond by closing production plants and laying off 
workers. Those workers have less income, so they reduce their demand for 
various products. Then, the firms that produce those products experience 
a decline in sales because of the reduced demand. Because they cannot sell 
all the products that they produce, they may need to reduce production 
and lay off workers. So the effect ripples through the economy. In addition, 
when the automakers reduce their production, their need for materials 
such as steel declines. Thus, the firms that produce steef may experience a 
decline in demand and may need to lay off workers. 

Even when firms are not laying off workers, they tend to cut back on 
any plans for expansion during a weak economy. Thus, their demand for 
construction services and materials declines. Even if people are not laid off, 
they recognize that the economy is weak and are less willing to spend 
money because they could be laid off in the future. This also results in a re¬ 
duction in the demand for products. 

When conditions are weak, some businesses are affected more than 
others. Nevertheless, most businesses are adversely affected by economic 
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aggregate expenditures 

the total amount of expenditures 
in the economy 


gross domestic product 
(GDP) 

the total market value of all final 
products and services produced in 
the United States 


frictional unemployment 

people who are between jobs 


seasonal unemployment 

people whose services are not 
needed during some seasons 

cyclical unemployment 

people who are unemployed be¬ 
cause of poor economic conditions 


structural unemployment 

people who are unemployed be¬ 
cause they do not have adequate 
skills 


conditions because the demand for products in almost all industries 
declines. 

Indicators of Economic Growth 

Two common measures of economic growth are the level of total produc¬ 
tion of products and services in the economy and the total amount of ex¬ 
penditures (also called aggregate expenditures). The total production 
level and total aggregate expenditures in the United States are closely re¬ 
lated, because a high level of consumer spending reflects a large demand 
for products and services. The total production level is dependent on the 
total demand for products and services. 

Businesses can monitor the U.S. total production level by keeping track 
of the gross domestic product (GDP), which is the total market value of 
all final products and services produced in the United States. The GDP is 
reported quarterly in the United States. The trend of GDP growth is shown 
in Exhibit 3.1. Notice that GDP growth is typically between 4 and 7 percent 
on an annualized basis. In the 1990-1991 period and in 2001, the U.S. 
economy was very weak, which led to recessions in those periods (see the 
shaded area in Exhibit 3.1). Economic growth is commonly interpreted as 
the percentage of change in the GDP from one period (such as a quarter) 
to another. Businesses tend to monitor changes in economic growth, 
which may signal a change in the demand for their products or services. 

An alternative indicator of economic growth is the unemployment 
level. Businesses may monitor various unemployment indicators because 
they can indicate whether economic conditions are improving. The four 
different types of unemployment are as follows: 

► Frictional unemployment (also referred to as natural unemployment) 
represents people who are between jobs. That is, their unemploy¬ 
ment status is temporary, as they are likely to find employment soon. 
For example, a person with marketable job skills might quit her job 
before Ending a new one because she believes she will find a new job 
before long. 

► Seasonal unemployment represents people whose services are not 
needed during some seasons. For example, ski instructors may be un¬ 
employed in the summer. 

► Cyclical unemployment represents people who are unemployed be¬ 
cause of poor economic conditions. When the level of economic ac¬ 
tivity declines, the demand for products and services declines, which 
reduces the need for workers. For example, a firm may lay off factory 
workers if the demand for its product declines. 

► Structural unemployment represents people who are unemployed 
because they do not have adequate skills. For example, people who 
have limited education may be structurally unemployed. 

Of the four types of unemployment, the cyclical unemployment level 
is probably the best indicator of economic conditions. When economic 
growth improves, businesses hire more people and the unemployment 
rate declines. Unfortunately, determining how much of the unemploy¬ 
ment level is cyclical can be difficult. Some people assume that when the 
unemployment rate changes, the change is primarily due to economic 
cycles. A lower unemployment rate may be interpreted as an indicator of 
increased economic growth. Conversely, a higher unemployment rate is 
commonly interpreted as a sign of reduced economic growth. From 2000 
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Exhibit 3.1_ 

Trend of Gross Domestic 
Product (GDP) 
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to 2002, as the economy weakened, the unemployment level increased. In 
the 2003-2004 period, however, the economy improved, and the unem¬ 
ployment level declined. 

Many other indicators of economic growth, such as the industrial pro¬ 
duction index, new housing starts, and the personal income level, are 
compiled by divisions of the federal government and reported in business 
magazines and newspapers. 

Variation in the Sensitivity to Economic Growth Some firms are more sensitive 
than others to economic conditions because the demand for their product 
is more sensitive to such conditions. For example, the demand for the 
product (food) provided by McDonald's is not very sensitive to economic 
conditions because people still purchase McDonald's food even when the 
economy is weak. In contrast, the demand for new automobiles is more 
sensitive to economic conditions. When the economy is weak, the demand 
for new automobiles declines. Therefore, the performance of car manufac¬ 
turers is very sensitive to economic conditions. 


Responding to Economic Growth 

P restigeTile Company (described in the chapter introduction) specializes in the produc¬ 
tion of fancy tile that it installs in the lobbies of hotels, banks, restaurants, and other 
companies.The economy has been strong, so its customers have been experiencing high 
profits and have been able to afford the services of Prestige Tile. Therefore, PrestigeTile 
Company has received a large number of orders for its tile installation. Now however, its 
production plant is at full capacity, so it cannot increase its business this year unless it en¬ 
larges its production plant, which will be costly. 

1. Explain how Prestige Tile's decision to expand its production plant is dependent on its 
expectations of economic growth. 

2. PrestigeTile is considering hiring four more full-time workers because of the recent 
strong demand for its tile installation service. Explain how its decision to hire more em¬ 
ployees is dependent on its expectations of economic growth. 


ANSWERS: 1. If the economy weakens, the demand for its tile will likely decline, and it will not need extra capacity. Therefore, 
PrestigeTile will expand only if it believes that economic growth will be strong and result in an increase in the demand for its 
services. 2. If the economy weakens, the demand for its tile will likely decline, and it will not need the extra workers. There¬ 
fore, it should hire the workers only if it believes that economic growth will be strong and result in an increase in the demand 
for its services. 
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Explain how inflation 
affects business 
performance. 


inflation 

the increase in the general level of 
prices of products and services 
over a specified period of time 


cost-push inflation 

the situation when higher prices 
charged by firms are caused by 
higher costs 


Exhibit 3.2 

U.S. Inflation Rates over Time 


Impact of Inflation 


Inflation is the increase in the general level of prices of products and ser¬ 
vices over a specified period of time. The inflation rate can be estimated by 
measuring the percentage change in the consumer price index, which in¬ 
dicates the prices on a wide variety of consumer products such as grocery 
products, housing, gasoline, medical services, and electricity. The annual 
U.S. inflation rate is shown in Exhibit 3.2. The inflation rate was generally 
higher in the 1970s than it has been in more recent years, which was par¬ 
tially attributed to an abrupt increase in oil prices then. 

Inflation can affect a firm's operating expenses from producing prod¬ 
ucts by increasing the cost of supplies and materials. Wages can also be af¬ 
fected by inflation. A higher level of inflation will cause a larger increase in 
a firm's operating expenses. A firm's revenue may also be high during pe¬ 
riods of high inflation because many firms charge higher prices to com¬ 
pensate for their higher expenses. 

Types of Inflation 

Inflation may result from a particular event that increases the costs of pro¬ 
duction. When the price of aluminum rises, for example, firms such as 
PepsiCo and Coca-Cola incur higher costs and may increase the prices of 
their soft drinks. If the cost of steel increases, firms such as General Motors 
and Ford Motor Company that use steel to produce vehicles may increase 
the prices of their vehicles. When firms charge higher prices due to higher 
costs, cost-push inflation occurs. To illustrate the potential impact of cost- 
push inflation, consider how all the manufacturers of products must de¬ 
liver their products to stores across the country. The transportation cost 
includes the price of gasoline. When oil prices increase, the cost of pro¬ 
ducing gasoline increases as well. Suppliers of gasoline tend to pass the 
high cost on by raising their gasoline prices. Consequently, the manufac¬ 
turers of products incur higher costs for transporting their products. If they 
do not increase the prices of their products to reflect the higher costs, their 
profits will decline. 

Sometimes, though, firms do increase the prices of their products to 
reflect their higher costs. In this case, the consumers pay higher prices for 
products because of the higher price of oil. Also, consider that the higher 
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The business expense of 
transporting products in¬ 
creases when gasoline prices 
rise, and businesses com¬ 
monly pass the increased 
expenses on to consumers. 



demand-pull inflation 

the situation when prices of prod¬ 
ucts and services are pulled up be¬ 
cause of strong consumer demand 


gasoline prices increase airlines' cost of providing travel services. If airlines 
increase airfares to reflect the higher costs, all the businesses that rely on 
air travel incur higher costs. In addition, consumers using airlines will be 
forced to pay higher prices. 

When consumers pay higher prices for products as a result of inflation, 
they have less money available to buy other products. They struggle to stay 
within their spending budget and may need to borrow money. Alterna¬ 
tively, they may be forced to reduce their spending on other products, 
which causes the demand for those products to decline. Consequently, 
firms will experience a lower level of revenue. 

Inflation can also be caused by strong consumer demand. Consider a 
situation in which consumers increase their demand for most products 
and services. Some firms may respond by increasing their prices. When 
prices of products and services are pulled up because of strong consumer 
demand, demand-pull inflation occurs. In periods of strong economic 
growth, strong consumer demand can cause shortages in the production of 
some products. Firms that anticipate shortages may raise prices because 
they are confident they can sell the products anyway. 

Strong economic growth may place pressure on wages as well as prices. 
Strong economic growth may mean fewer unemployed people, so work¬ 
ers may negotiate for higher wages. Firms may be more willing to pay 
higher wages to retain their workers when no other qualified workers are 
available. As firms pay higher wages, production costs rise, and firms may 
attempt to increase their prices to recover the higher expenses. 


Variation in the Sensitivity to Inflation Some firms are much more exposed to 
inflation than others because of the types of expenses they incur in their 
production process. For example, delivery service firms such as FedEx and 
UPS are very exposed to the cost of oil because they need to purchase 
so much gasoline for their delivery trucks every day. Travel agencies are 
also very exposed because people may travel less when the cost of driving 
or flying is high due to high gasoline prices. Conversely, service firms 
(such as a dental or doctor's office) may not be affected by the increased 
cost of oil. 
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3 

Explain how 
interest rates affect 
business performance. 


Responding to a Change in Inflation 

P restige Tile Company relies on materials for its production of tile. Recently, inflation has 
increased, and all its suppliers raised their prices for those materials by 10 percent. If 
Prestige Tile decides to maintain its existing prices, its profits will decline because of the in¬ 
creased cost of materials. If it attempts to raise its prices to cover the higher cost of materi¬ 
als, the demand for its tile may decline and so will its revenue. Thus the profits of Prestige 
Tile Company will likely decline as a result of the higher cost of materials. 

1. Explain how Prestige Tile's decision to expand its production plant is dependent on 
inflation. 

2. What other types of expenses incurred by PrestigeTile Company could be affected by 
inflation? 

ANSWERS: 1. If inflation increases and Prestige Tile raises its price, the demand for its product may decline, so it would not 
need to expand its production plant. 2. If inflation increases, the cost of any machinery could increase. The expense of rent¬ 
ing facilities could increase. Employees may demand larger raises to keep up with inflation. 


Impact of Interest Rates 


Interest rates determine the cost of borrowing money. They can affect a 
firm's performance by having an impact on its expenses or on its revenue, 
as explained next. 

Impact on a Firm's Expenses 

Firms closely monitor interest rates because they determine the amount of 
expense a business will incur if it borrows money. If a business borrows 
$100,000 for one year at an interest rate of 8 percent, the interest expense 
is $8,000 (computed as .08 X $100,000). At an interest rate of 15 per¬ 
cent, however, the interest expense would be $15,000 (computed as .15 X 
$100,000). Imagine how the interest rate level can affect some large firms 
that have borrowed more than $1 billion. An interest rate increase of just 
1 percent on $ f billion of borrowed funds results in an extra annual inter¬ 
est expense of $10 million. 

Changes in market interest rates can influence a firm's interest expense 
because the loan rates that commercial banks and other creditors charge 
on loans to firms are based on market interest rates. Even when a firm 
obtains a loan from a commercial bank over several years, the loan rate is 
typically adjusted periodically (every six months or year) based on the pre¬ 
vailing market interest rate at that time. 

Exhibit 3.3 illustrates the annual interest expense for a reputable 
U.$. firm that borrows $1 million from a bank each year and earns 
$100,000 in annual profits before paying its interest expense. The interest 
expenses are adjusted each year according to the market interest rates pre¬ 
vailing in the United $tates during that year. As this exhibit shows, inter¬ 
est rates can significantly influence a firm's profit. Firms incurred much 
higher interest expenses in the early 1980s because interest rates were so 
high then. 
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Exhibit 3.3 

Effect of Interest Rates on In¬ 
terest Expenses and Profits 



'87 '89 '91 '93 '95 '96 '97 '98 '99 '00 '01 '02 '03 '04 

Years 


Note: Assume that the firm earns $100,000 in annual profits before paying its interest expense. 
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When interest rates rise, it 
affects the monthly payment 
on car loans and may reduce 
the demand by consumers 
for new cars. 



Since interest rates af¬ 
fect the cost of financing, 
some possible projects con¬ 
sidered by the brm that 
would be feasible during 
periods of low interest 
rates may not be feasible 
during periods of high in¬ 
terest rates. That is, the 
project may not gener¬ 
ate an adequate return 
to cover financing costs. 
Consequently, firms tend 
to reduce their degree of 
expansion when interest 
rates are high. 


Some products that are 
sold by firms are com¬ 
monly purchased with 
credit. When consumers 
buy new cars, they may 


Impact on a Firm's 
Revenue 


make just a small down payment and obtain a loan to cover the remainder 
of the purchase price. If interest rates increase, consumers who buy a new 
car will be forced to make higher monthly payments. This may prevent 
some consumers from buying a new car because they are unwilling or un¬ 
able to make such high payments. Thus, high interest rates can lead to re¬ 
duced demand for new cars, which results in lower sales at car dealerships 
and for the car manufacturers. 

An increase in interest rates can also reduce the demand for new 
homes for the same reason. Consumers typically rely on a small down pay¬ 
ment and a loan to cover most of the purchase price of a home. If interest 
rates are high when they consider buying a home, they may not be able to 
afford the high monthly payments on the loan. Therefore, the demand for 
new homes typically declines, and firms that build homes experience a de¬ 
cline in business. Firms such as Caterpillar and Weyerhaeuser that produce 
equipment and construction products also experience a decline in busi¬ 
ness. This explains why firms involved in the construction industry are 
highly influenced by interest rate movements. 

Variation in the Sensitivity to Interest Rates Some firms are more sensitive to 
changes in interest rates than others. For example, firms that have very 
little debt may be somewhat insulated from changes in interest rates be¬ 
cause their interest expenses will not change very much. In addition, firms 
that sell products or services that are paid for with cash should not experi¬ 
ence major shifts in the demand for their products when interest rates 
change. 
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Global Busin 


Capitalizing on Global Economic Conditions 


T he demand for a firm's products is dependent on the eco¬ 
nomic growth where the products are sold. Given the 
mature economy of the United States, its potential for eco¬ 
nomic growth is limited. Less-developed countries, however, 
have much greater potential for economic growth because 
they have not yet taken full advantage of existing technol¬ 
ogy. Furthermore, the governments of many less-developed 
countries are trying to accelerate their economic growth by 
encouraging more business development by entrepreneurs. 
Many of these governments have also allowed U.S. firms to 
enter their markets. These U.S. firms are attempting to capi¬ 
talize on the changing economic and political conditions in 
less-developed countries by selling their products there. 

The Coca-Cola Company is among many U.S. firms that 
have targeted countries with high potential for economic 
growth. Its sales have increased substantially in Brazil, Chile, 
East Central Europe, North Africa, and China.The Coca-Cola 


Company's increased sales in these countries can be attrib¬ 
uted in part to economic growth, which increases the 
amount of consumer spending. It can also be attributed to 
reductions in government restrictions imposed on U.S. firms 
that desire to conduct business in these countries. 

Other U.S. firms are planning major expansion in less- 
developed countries to capitalize on the changes in eco¬ 
nomic and political conditions. General Motors plans to 
expand in various Asian markets, including China, India, 
and Indonesia, where the potential for economic growth 
is strong. 

U.S. firms that attempt to capitalize on economic 
growth in foreign countries can be adversely affected if 
these countries experience a recession. If a U.S. firm di¬ 
versifies its business among several different countries, 
however, a recession in any single foreign country should 
not have a major effect on the firm's worldwide sales. 


Decision Making Responding to a Change in Interest Rates 

P restige Tile Company relies on borrowed funds to support its operations. Thus, if interest 
rates rise, its interest expenses will increase, and its profits will decline. In addition, many 
of its customers borrow funds to finance the cost of having tile installed at their businesses. 
These customers are less willing to order new tile when the cost of borrowing is high, which 
means that the demand for Prestige Tile's installation services will decline, and so 
will its revenue. 

1. Explain how lower interest rates should affect the profits of Prestige Tile Company 
2. If PrestigeTile is already at full production capacity, why might its decision of whether to 
expand its production plant depend on its expectations of future interest rates? 


ANSWERS: 1. Lower interest rates will result in lower interest expenses and an increase in the demand for its services (higher 
revenue if it has the capacity to accommodate the higher demand). Both effects can result in higher profits. 2. It may need 
to expand only if it believes that lower interest rates will occur and cause an increase in its demand. In addition, its expansion 
will be less costly to finance if interest rates are lower. 


How Market Prices Are Determined 


The performance of firms is affected by changes in the prices they charge 
for products (which infiuence their revenue) and the prices they pay for 
supplies and materials (which influence their operating expenses). The 
prices of products and supplies are influenced by demand and supply 
conditions. 



Explain how market 
prices are determined. 
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The following framework uses demand and supply conditions to ex¬ 
plain how prices of products change over time. The market price of a prod¬ 
uct is influenced by the total demand for that product by all customers, ft 
is also affected by the supply of that product produced by firms. The inter¬ 
action between demand and supply determines the price, as explained in 
detail next. 


Demand Schedule for a Product 


demand schedule 

a schedule that indicates the 
quantity of a product that would 
be demanded at each possible 
price 


The demand for a product can be shown with a demand schedule, or a 
schedule that indicates the quantity of the product that would be de¬ 
manded at each possible price. Consider personal computers as an ex¬ 
ample. Assume that the demand schedule for a particular type of personal 
computer is as shown in the first and second columns in Exhibit 3.4 for a 
given point in time. If the price is relatively high, the quantity demanded 
by consumers is relatively low. For example, if the price is $3,000, only 
8,000 of these computers will be demanded (purchased) by consumers. At 
the other extreme, if the price is $1,000, a total of 25,000 of these com¬ 
puters will be demanded by customers. The quantity of personal comput¬ 
ers demanded is higher when the price is lower. 

The graph in Exhibit 3.4, which is based on the table, shows the rela¬ 
tionship between the price of a computer and the quantity of computers 
demanded by consumers. The demand curve (labeled shows that as the 
price decreases, the quantity demanded increases. 


supply schedule 

a schedule that indicates the 
quantity of a product that would 
be supplied (produced) by firms at 
each possible price 


Supply Schedule for a Product 

The supply of a product can be shown with a supply schedule, or a sched¬ 
ule that indicates the quantity of the product that would be supplied (pro¬ 
duced) by firms at each possible price. Assume that the supply schedule for 
the type of personal computer already discussed is as shown in the first and 


Exhibit 3.4 

How the Equilibrium Price 
Is Determined by Demand 
and Supply 


If the Price 
of a Particular 
Computer Is: 

The Quantity of 

These Computers 
Demanded by 
Consumers 

Will Be: 

The Quantity of 
These Computers 
Supplied 

(Produced) by Firms 
Will Be: 

$3,000 

8,000 

30,000 

2,500 

14,000 

24,000 

2,000 

18,000 

18,000 

1,500 

22,000 

16,000 

1,000 

25,000 

10,000 



Quantity 
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surplus 

the situation when the quantity 
supplied by firms exceeds the 
quantity demanded by customers 


shortage 

the situation when the quantity 
supplied by firms is less than the 
quantity demanded by customers 


equilibrium price 

the price at which the quantity of 
a product supplied by firms equals 
the quantity of the product de¬ 
manded by customers 


third columns of Exhibit 3.4 for a given point in time. When the price at 
which the personal computer can be sold is relatively high, firms will pro¬ 
duce a large supply of this computer. For example, if the price is $3,000, 
30,000 of these computers will be produced. Firms are willing to produce 
the computers at this price because they will earn a high profit if they can 
sell the computers at such a high price. 

At the other extreme, if the price of computers is only $1,000, only 
10,000 of these computers will be produced. The quantity supplied is much 
smaller at a low price because some firms will be unwilling to produce the 
computers if they can sell them for only $1,000. If some firms' actual cost 
of producing the computers is above this price of $1,000, these firms will 
be unwilling to produce the computers. 

The graph accompanying Exhibit 3.4, which is based on the table, 
shows the relationship between the price of a computer and the quantity 
of computers supplied (produced) by firms. The supply curve (labeled $1) 
shows that as price increases, the quantity of computers supplied increases. 

Interaction of Demand and Supply 

The interaction of the demand schedule and supply schedule determines 
the price. Notice from Exhibit 3.4 that at relatively high prices of comput¬ 
ers (such as $3,000), the quantity supplied by firms exceeds the quantity 
demanded by customers, resulting in a so-called surplus of computers. For 
example, at the price of $3,000 the quantity supplied is 30,000 units and 
the quantity demanded is 8,000 units, resulting in a surplus of 22,000 
units. This surplus occurs because consumers are unwilling to purchase 
computers when the price is excessive. 

When the price of a computer is relatively low, the quantity supplied 
by firms will be less than the quantity demanded by customers, resulting 
in a so-called shortage of computers. For example, at a price of $1,000, the 
quantity demanded by customers is 25,000 units, while the quantity sup¬ 
plied by hrnis is only 10,000 units, causing a shortage of 15,000 units. 

Notice from Exhibit 3.4 that at a price of $2,000, the quantity of com¬ 
puters supplied by firms is 18,000 units, and the quantity demanded by 
customers is also 18,000 units. At this price, there is no surplus and no 
shortage. The price at which the quantity of a product supplied by firms 
equals the quantity of the product demanded by customers is called the 
equilibrium price. This is the price at which firms normally attempt to sell 
their products. 

At any price above the equilibrium price, the firms will be unable to 
sell all the computers they produce, resulting in a surplus. Therefore, they 
would need to reduce their prices to eliminate the surplus. At any price be¬ 
low the equilibrium price, the firms will not produce a sufficient quantity 
of computers to satisfy all the customers willing to pay that price (resulting 
in a shortage). The firms could raise their price to correct the shortage. 

The demand and supply concepts just applied to a particular type of 
computer can also be applied to every product or service that firms pro¬ 
duce. Each product or service has its own demand schedule and supply 
schedule, which will determine its own equilibrium price. 

Effect of a Change in the Demand Schedule 

As time passes, changing conditions can cause a demand schedule or a 
supply schedule for a specific product to change. Consequently, the equi¬ 
librium price of that product will also change. Reconsider the previous 
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Exhibit 3.5 

How the Equilibrium Price 
Is Affected by a Change 
in Demand 


If the Price 
of a Particular 
Computer Is: 

The 

Quantity of 

These Computers 
Demanded by 
Consumers Was: 

But the Quantity 
of These Computers 
Demanded by 
Consumers 

Will Now Be: 

$3,000 

8,000 

18,000 

2,500 

14,000 

24,000 

2,000 

18,000 

28,000 

1,500 

22,000 

32,000 

1,000 

25,000 

35,000 



example and assume that computers become more desirable to potential 
consumers. Assume that the demand schedule for the computer changes 
as shown at the top of Exhibit 3.5. At any given price, the quantity de¬ 
manded is now 10,000 units higher than it was before the computer be¬ 
came more popular. The graph accompanying Exhibit 3.5 shows how the 
demand curve shifts outward from D! to D 2 . 

Now consider the effect of this change in the demand schedule on the 
equilibrium price of computers. Assuming that the supply schedule re¬ 
mains unchanged, the effect of the change in the demand schedule on the 
equilibrium price is shown in Exhibit 3.5. At the original equilibrium price 
of $2,000, the quantity of computers demanded is now 28,000, while the 
quantity of computers supplied is still 18,000. A shortage of computers oc¬ 
curs at that price. At a price of $2,500, however, the quantity of comput¬ 
ers supplied by firms equals the quantity of computers demanded by 
customers. Therefore, the new equilibrium price is $2,500. The graph at 
the bottom of Exhibit 3.5 confirms that the shift in the demand schedule 
from D, to D 2 causes the new equilibrium price of computers to be $2,500. 

The graph illustrating the effect of a shift in the demand schedule on 
the equilibrium price of a product can be supplemented with simple logic. 
When a product becomes more popular, consumers' demand for that 
product increases, resulting in a shortage. Under these conditions, firms 
recognize that they can sell whatever amount they produce at a higher 
price. Once the price is raised to the level at which the quantity supplied is 
equal to the quantity demanded, the shortage is corrected. 

Effect of a Change in the Supply Schedule 

Just as the demand for a product may change, so may the supply. A change 
in the supply can also affect the equilibrium price of the product. To illus- 
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How the Equilibrium Price 

Is Affected by a Change 
in Supply 

If the Price 
of a Particular 
Computer Is: 

The 

Quantity of 

These Computers 
Supplied by 

Firms Was: 

But the Quantity 
of These Computers 
Supplied by 
Firms 

Will Now Be: 


$3,000 

30,000 

36,000 


2,500 

24,000 

30,000 


2,000 

18,000 

24,000 


1,500 

16,000 

22,000 


1,000 

10,000 

16,000 



trate this effect, reconsider the original example in which the equilibrium 
price of computers was $2,000. Now assume that improved technology al¬ 
lows firms to produce the computer at a lower cost. In this case, firms will 
be willing to produce a larger supply of computers at any given price, 
which reflects a change in the supply schedule. 

Assume that as a result of the improved technology (lower production 
costs), the supply schedule changes as shown in Exhibit 3.6. At any given 
price, the quantity supplied is now 6,000 units higher than it was before 
the improved technology. The graph accompanying Exhibit 3.6 shows how 
the supply schedule shifts outward from Sj to S 2 . 

Now consider the effect of this change in the supply schedule on the 
equilibrium price of computers. Assuming that the demand schedule re¬ 
mains unchanged, the effect of the change in the supply schedule on 
the equilibrium price is shown in Exhibit 3.6. At the original equilibrium 
price of $2,000, the quantity of computers demanded is 18,000, while the 
quantity of computers supplied (produced) is now 24,000. A surplus of 
computers occurs at that price. At a price of $1,500, however, the quantity 
of computers supplied by firms equals the quantity of computers de¬ 
manded by consumers. Therefore, the new equilibrium price is $1,500. 
The graph at the bottom of Exhibit 3.6 confirms that the shift in the sup¬ 
ply schedule from $j to $ 2 causes the new equilibrium price of computers 
to be $1,500. 

The graph illustrating the effect of a shift in the supply schedule on the 
equilibrium price of a product can be supplemented with simple logic. 
When improved technology allows firms to produce a product at a lower 
cost, more firms will be willing to produce the product. This results in a 
larger supply produced, which causes a surplus. Firms recognize that the 
only way they will be able to sell all that is supplied (produced) is to lower 
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the price of the product. Once the price is lowered to the level at which the 
quantity supplied is once again equal to the quantity demanded, the sur¬ 
plus is eliminated. 

Effect of Demand and Supply on the General Price Level 

So far the discussion of demand and supply has focused on one product to 
show how the equilibrium price of that product might change. Now con¬ 
sider how the general price level for all products might change. The gen¬ 
eral price level is an average of prices of all existing products and services. 
If the total (aggregate) demand by consumers for all or most products sud¬ 
denly increases (perhaps because of an increase in the income level of most 
consumers), the general level of prices could rise. The general price level 
may also be affected by shifts in the supply schedules for all goods and ser¬ 
vices. If the supply schedule of all or most products suddenly decreases 
(perhaps because of increasing expenses when producing the products), 
the general level of prices should rise. 


Decision Making Using Supply and Demand to Monitor Market Prices 

P restige Tile Company can use supply and demand analysis to explain the prices it faces. 

When the cost of materials used to produce tile increases, the tile firms are less willing to 
provide tile at a particular price. The result is an inward shift in the supply curve for the in¬ 
dustry, which leads to a higher equilibrium price for tile in the industry. Prestige Tile Com¬ 
pany will likely increase its price under these conditions. 

1. Explain how the equilibrium quantity of tile changes as a result of the increased cost of 
production described earlier. 

2. Explain how the equilibrium price level of tile would likely change if there is a sudden 
decline in the cost of materials. 

ANSWERS: 1. An increase in the cost of production results in an inward shift in the supply curve, which causes the new equi¬ 
librium quantity to be lower. 2. A sudden decline in the cost of materials would result in an outward shift in the supply 
schedule for tile because firms would be willing to supply tile at a lower price. Thus, the equilibrium price would increase. 


Factors That Influence Market Prices 


Thus far, examples have illustrated how the demand by customers or the 
supply produced by firms can change, causing a new market price. Shifts 
in the demand schedule or the supply schedule can be caused by several 
factors, some of which are identified next. 

Consumer Income 

Consumer income determines the amount of products and services that 
individuals can purchase. A high level of economic growth results in more 
income for consumers. When consumers' income rises, they may demand 
a larger quantity of specific products and services. That is, the demand 
schedules for various products and services may shift out in response to 
higher income, which could result in higher prices. 
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When economic conditions 
are strong, income levels are 
high, and the demand by 
consumers for new homes in¬ 
creases. 



Conversely, when con¬ 
sumers' income level de¬ 
clines, they may demand a 
smaller quantity of specific 
products. For example, in 
the early 1990s, the aver¬ 
age income level in the 
United States declined sub¬ 
stantially in specific areas 
where firms relied on gov¬ 
ernment contracts (such as 
for building missiles and 
the like). The federal gov¬ 
ernment's cutbacks on 
such expenditures resulted 
in less work for firms in 
specific regions of the 
country. As income de¬ 
clined, the demand for 
new homes in these areas 
declined, causing a sur¬ 
plus of new homes. The 
firms that were building 
new homes were forced to 
lower their prices because 
of the surplus. 


Consumer Preferences 

As consumer preferences (or tastes) for a particular product change, the 
quantity of that product demanded by consumers may change. There are 
numerous examples of products whose prices rose in response to increased 
demand. For example, the price of a scalped ticket at a sold-out event such 
as a concert, the World Series, or the Super Bowl may easily exceed $500. 

When a product becomes less popular, the demand for the product de¬ 
clines. The resulting surplus may force firms to lower their prices to sell 
what they produce. For example, when specific clothes become unpopu¬ 
lar, clothing manufacturers sell these clothes at discounted prices just to 
eliminate the surplus. 

Production Expenses 

Another factor that can affect equilibrium prices is a change in production 
expenses. When firms experience lower expenses, they are willing to sup¬ 
ply (produce) more at any given price (as explained earlier). This results in 
a surplus of the product, forcing firms to lower their price to sell all that 
they have produced. For example, the prices of musical compact discs have 
declined every year since they were first introduced. 

When expenses of firms increase, the opposite result occurs. For ex¬ 
ample, insurance companies that had insured South Florida homes in the 
early 1990s incurred high expenses in the aftermath of Hurricane Andrew. 
Some of these companies decided that they would no longer supply this in¬ 
surance service in South Florida. Those companies that were still willing to 
provide insurance were able to raise their prices. 




90 


PART I 


BUSINESS ENVIRONMENT 


As production of CDs and 
DVDs became more efficient, 
their prices declined. 


Decision Making 



Explain how the govern¬ 
ment influences eco¬ 
nomic conditions. 


money supply 

demand deposits (checking ac¬ 
counts), currency held by the 
public, and traveler's checks 



Assessing the Potential Change in Market Prices 

P restige Tile Company has noticed that the market price of tile in the industry recently in¬ 
creased as a result of the higher cost of materials. Now its managers are trying to deter¬ 
mine whether the price may change further as a result of other factors. If consumer income 
continues to rise, this may result in a strong demand for tile. Consumer preferences for the 
tile have also changed as this type of tile has become extremely popular. Both factors may 
lead to a general increase in the price of tile in the industry. 

1. If the general price level of tile in the industry increases as Prestige Tile expects, will the 
firms that sell tile generate higher profits? 

2. If the general price level of tile increases, but Prestige Tile's main competitor does not 
raise its prices, should Prestige Tile increase its prices? 

ANSWERS: 1. Although the general price level has increased, so has the cost of production; therefore, the firms that sell tile 
will generate higher profits only if their revenue increased by a greater degree than their expenses. 2. Prestige Tile Company 
may be forced to maintain its existing price if it does not want to lose any of its business to its main competitor. 


Government Influence on Economic Conditions 


The federal government can influence the performance of businesses by 
imposing regulations, such as the environmental regulations discussed in 
the preceding chapter, or by enacting policies that affect economic condi¬ 
tions. To influence economic conditions, the federal government imple¬ 
ments monetary and fiscal policies, which are discussed next. 

Monetary Policy 

In the United States, the term money supply normally refers to demand 
deposits (checking accounts), currency held by the public, and traveler's 
checks. This is a narrow definition, as there are broader measures of the 
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Federal Reserve System 

the central bank of the 
United States 

monetary policy 

decisions on the money supply 
level in the United States 


money supply that count other types of deposits as well. Regardless of the 
precise definition, any measure of money represents funds that financial 
institutions can lend to borrowers. 

The U.S. money supply is controlled by the Federal Reserve System 
("the Fed"), which is the central bank of the United States. The Fed sets the 
monetary policy, which represents decisions on the money supply level in 
the United States. The Fed can easily adjust the U.S. money supply by bil¬ 
lions of dollars in a single day. Because the Fed's monetary policy affects the 
money supply level, it affects interest rates. When the Fed affects interest 
rates with its monetary policy, it directly affects a firm's interest expenses. 
Second, it can affect the demand for the firm's products if those products 
are commonly purchased with borrowed funds. 


A Typical FOMC Meeting The Fed's monetary policy is decided by the Federal 
Open Market Committee (FOMC), which has 12 voting members. This 
committee meets about every six weeks to determine whether interest 
rates should be adjusted. Each FOMC meeting begins with an assess¬ 
ment of several measures of aggregate production levels, inventory levels, 
and price levels in the United States. The objective of this assessment is to 
predict U.S. economic growth and inflation, assuming that the Fed does 
not adjust its monetary policy. The minutes of the meetings show that the 
committee members carefully consider any economic indicators that can 
be used to anticipate future economic growth or inflation. For example, a 
recent reduction in business inventories may suggest that economic 
growth is increasing and that firms will need to boost production to re¬ 
plenish their inventories. Conversely, an increase in inventories may indi¬ 
cate that firms will have to lower production and possibly reduce their 
workforces. 

The committee also pays close attention to any factors that can affect 
inflation. Oil prices are closely monitored because they affect the cost of 
producing and transporting many products. A reduction in business in¬ 
ventories when production is near full capacity may indicate an excessive 


Businesses closely monitor 
the Fed's monetary policy 
because they realize how 
a change in interest rates 
can affect the demand for 
their products. 
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fiscal policy 

decisions on how the federal gov¬ 
ernment should set tax rates and 
spend money 


demand for products that will pull prices up. The Fed becomes concerned 
when several indicators suggest that higher inflation is likely. 

How the Fed Can Reduce Interest Rates The Fed maintains some funds outside 
the banking system, which are not loanable funds. These funds are not 
available to firms or individuals who need to borrow. The Fed can use these 
funds to purchase Treasury securities held by individuals and firms. These 
purchases provide individuals and firms with new funds, which they de¬ 
posit in their commercial banks. Consequently, the money supply in¬ 
creases because the commercial banks and other financial institutions can 
loan out these funds. In other words, the Fed's action increases the supply 
of loanable funds. Assuming that the demand for loanable funds remains 
unchanged, the increase in the supply of loanable funds should cause in¬ 
terest rates to decrease. The impact of the supply of loanable funds on in¬ 
terest rates is discussed in more detail in the Chapter 16 appendix. By 
reducing interest rates, the Fed may be able to stimulate economic growth. 
The lower borrowing rates may entice some consumers and firms to bor¬ 
row more funds and spend more money, which can result in higher rev¬ 
enue and earnings for businesses. 

How the Fed Can Increase Interest Rates When the Fed reduces the U.S. money 
supply, it pulls funds out of commercial banks and other financial institu¬ 
tions. This reduces the supply of funds that these financial institutions can 
lend to borrowers. Assuming that the demand for loanable funds remains 
unchanged, the decline in the supply of loanable funds should cause in¬ 
terest rates to rise. The higher interest rates increase the cost of borrowing 
and thus tend to discourage consumers and firms from borrowing. The Fed 
raises interest rates when it wants to reduce the degree of spending in the 
United States. The Fed might do this because an excessive amount of 
spending can cause a higher degree of inflation. Therefore, when the Fed 
raises interest rates in an effort to reduce spending, it is actually trying to 
reduce the level of inflation. 

Though the Fed may succeed in reducing inflation by increasing inter¬ 
est rates, the higher interest rates can adversely affect the performance of 
businesses in the short term. As already mentioned, higher interest rates 
increase the cost of borrowing and may reduce total spending in the United 
States. Higher interest rates force firms to incur higher interest expenses 
when they borrow, which can reduce their profits. In addition, when there 
is less total spending in the United States, the total demand for products 
and services is reduced, and the demand for each firm's products or ser¬ 
vices may be reduced. This results in less revenue and therefore lower 
profits for firms. 

Fiscal Policy 

Fiscal policy involves decisions on how the federal government should set 
tax rates and spend money. These decisions are relevant to businesses be¬ 
cause they affect economic growth and therefore can affect the demand for 
a firm's products or services. 

Revision of Personal Income Tax Rates Consider a fiscal policy that reduces per¬ 
sonal income taxes. With this policy, people would have higher after-tax 
incomes, which might encourage them to spend more money. Such be- 
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excise taxes 

taxes imposed by the federal gov¬ 
ernment on particular products 


federal budget deficit 

the situation when the amount of 
federal government spending ex¬ 
ceeds the amount of federal taxes 
and other revenue received by the 
federal government 


Exhibit 3.7 

Example of How a Budget 
Deficit Occurs 


havior reflects an increase in the aggregate demand for products and ser¬ 
vices produced by businesses, which would improve the performance of 
businesses. 

Revision of Corporate Taxes Fiscal policy can also affect a firm's after-tax earn¬ 
ings directly For example, assume the corporate tax rate is reduced from 
30 percent to 25 percent. If a specific corporation's before-tax earnings are 
$10 million, its taxes would have been $3 million (computed as 30% X 
$10,000,000) at the old tax rate. Now, however, at a corporate tax rate of 
25 percent, its taxes are $2.5 million (computed as 25% X $10,000,000). 
Therefore, the corporation's after-tax earnings are now $500,000 higher, 
simply because the corporate taxes are $500,000 lower. 

Revision in Excise Taxes Excise taxes are taxes imposed by the federal gov¬ 
ernment on particular products. These taxes raise the cost of producing 
these goods. Consequently, manufacturers tend to incorporate the tax into 
the price they charge for the products. Thus, consumers indirectly incur 
the tax. The tax may also discourage consumption of these goods by indi¬ 
rectly affecting the price. Excise taxes are imposed on various products, in¬ 
cluding alcohol and tobacco. 

Revision in the Budget Deficit The fiscal policy set by the federal government 
dictates the amount of tax revenue generated by the federal government 
and the amount of federal spending. If federal government spending ex¬ 
ceeds the amount of federal taxes, a federal budget deficit results. 

When the federal government receives less revenue than it spends, it 
must borrow the difference. For example, if the federal government plans 
to spend $900 billion but receives only $700 billion in taxes (or other rev¬ 
enue), it has $200 billion less than it desires to spend. It must borrow 
$200 billion to have sufficient funds for making its expenditures (as shown 
in Exhibit 3.7). If the federal government needs to borrow additional 
funds, it creates a high demand for loanable funds, which may result in 
higher interest rates (for reasons explained earlier). 

In the 1998-2000 period, the federal government spent less funds 
than it received, which resulted in a small surplus. Under these conditions, 
the government's budget policy does not place upward pressure on interest 
rates. In 2001, the tax revenue received by the U.$. government declined 
because income levels declined as the economy weakened. In addition, the 
U.$. government spent more money in 2001 due to expenses associated 
with the $eptember 11 tragedy and the subsequent war. Therefore, the 
U.$. government experienced a budget deficit in 2001. The increase in gov¬ 
ernment spending in the 2001-2002 period was offset by a reduction in 
spending by consumers and businesses, however, so demand for loanable 
funds remained relatively low, as did interest rates. 
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Summary of Government Influence on Economic Factors 

Exhibit 3.8 provides a summary of how the federal government can affect 
the performance of firms. Fiscal policy can affect personal tax rates and 
therefore influence consumer spending behavior. It can also affect corpo¬ 
rate tax rates, which influence the earnings of firms. Monetary policy can 
affect interest rates, which may influence the demand for a firm's product 
(if the purchases are sometimes paid for with borrowed funds). By influ¬ 
encing interest rates, monetary policy also affects the interest expenses that 
firms incur. 

Dilemma of the Federal Government 

The federal government faces a dilemma when attempting to influence 
economic growth. If it can maintain a low rate of economic growth, it can 
prevent inflationary pressure caused by an excessive demand for products. 
A restrictive monetary or fiscal policy may be used for this purpose. A re¬ 
strictive monetary policy leads to low growth in the money supply over 
time, which tends to place upward pressure on interest rates. This dis¬ 
courages borrowing and therefore can reduce total spending in the econ¬ 
omy. A restrictive fiscal policy results in high taxes and low government 
spending. 

Although restrictive monetary and fiscal policies may keep inflation 
low, a critical tradeoff is involved. The unemployment rate may be higher 
when the economy is stagnant. The federal government can use a more 
stimulative policy (such as low tax rates or a monetary policy designed to 
reduce interest rates) to boost economic growth. Although these policies 
increase economic growth, they may also cause higher inflation. 


Exhibit 3.8 

How Government Policies 
Affect Business Performance 
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Cross Functional Teamwork 

Economic Effects across Business Functions 


S ince managers of a firm have different responsibilities, 
they assess different aspects of the economic environ¬ 
ment. Managers who focus on production monitor the 
changes in economic conditions that could affect the firm's 
production costs. They tend to monitor inflationary trends, 
or changes in the price levels of specific supplies or equip¬ 
ment that they purchase. 

Marketing managers attempt to forecast sales of their 
products and assess economic conditions that affect the 
demand for the products, such as economic growth. They 
may also monitor interest rates if the products are com¬ 
monly purchased with borrowed funds because the de¬ 
mand for these products may increase in response to a 
reduction in interest rates. Since the firm's production vol¬ 
ume is dependent on the forecasted demand for the prod¬ 
uct, it is influenced by economic conditions. 

Marketing managers assess economic conditions be¬ 
cause their marketing decisions can be affected by the 
strength of the economy. Some of a firm's products (such 
as necessities and relatively inexpensive products) may be 
marketed more heavily when economic conditions are 
weak because these products may be more popular at that 
time. Conversely, the firm may market its expensive prod¬ 


ucts more heavily when economic conditions are more 
favorable. 

The firm's financial managers monitor the economic 
conditions that affect the cost of financing. They tend to fo¬ 
cus on interest rates because the firm's financing expenses 
are directly affected by changes in interest rates. 

When different types of managers forecast economic 
conditions so that they can make business decisions, they 
should work as a team. Otherwise, some forecasts of some 
economic conditions may vary across managers, which 
may cause their business decisions to be different. For ex¬ 
ample, if the marketing managers of an automobile manu¬ 
facturer forecast low interest rates, they will expect a high 
sales volume, which will require a large production of auto¬ 
mobiles. However, if the production managers forecast 
high interest rates, they will expect a lower level of sales 
and will be concerned that a large production volume 
could cause excessive inventories. 

Some firms assign one person or department to de¬ 
velop the forecasts of all economic conditions, which the 
managers use in all business functions. In this way, all man¬ 
agers make decisions according to the same forecasts of 
economic conditions. 


Rarely is a consensus reached on whether the government should use 
a stimulative or restrictive policy at a given point in time. During the late 
1990s, the federal government used stimulative monetary policies because 
inflation was very low and was not expected to be a serious problem. This 
monetary policy helped to increase economic growth during that period. 
As the economy weakened, in the early 2000s, stimulative monetary poli¬ 
cies were used in an effort to increase economic growth. 

Managers of firms commonly attempt to forecast how future fiscal and 
monetary policies will affect economic conditions. Then they use this in¬ 
formation to predict the demand for the hrm's product, its labor and ma¬ 
terial costs, and its interest expenses. To illustrate, assume an automobile 
manufacturer forecasts that next year's interest rate on consumer loans 
will decrease by 2 percent. This forecast of interest rates will be used to 
forecast the demand for the hrm's automobiles. Lower interest rates will 
probably lead to higher demand, because more consumers will be willing 
to finance their purchases of new automobiles. Assume that the firm be¬ 
lieves that for every 1 percent decrease in interest rates, demand for its 
automobiles will increase by 3 percent. Thus, it anticipates a 6 percent in¬ 
crease in sales volume in one year. 
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College Health 



Responding to Changes in Monetary Policy 

P restige Tile Company is considering whether to expand its production plant and hire 
more workers. These decisions are dependent on its expectations of economic growth 
and interest rates. Its managers believe that the Federal Reserve will increase interest rates 
in the near future in order to reduce inflation in the United States.The higher interest rates 
will likely make it more expensive for consumers to borrow and, therefore, will reduce the 
amount of spending that is financed with borrowed funds. In addition, the higher interest 
rates will increase the cost of borrowing to Prestige Tile if it borrows funds to finance its ex¬ 
pansion. Given the conditions that will result from the Fed's monetary policy, Prestige Tile 
Company decides that it should not expand its production plant. 

1. If other industries are affected in the same manner as Prestige Tile, explain how the 
Fed's monetary policy will affect economic conditions. 

2. Explain how the Fed's monetary policy may affect the prices for tile charged by Prestige 
Tile Company and its competitors. 

ANSWERS: 1. The Fed's monetary policy will reduce economic growth. 2. The Fed's monetary policy could result in a reduced 
consumer demand for tile, which would lead to lower prices. 


Club: Impact of Economic Conditions 
on CHC 

As Sue Kramer develops her business plan for College Health Club (CHC), she needs to 
recognize the exposure of her business to economic conditions. Based on expected eco¬ 
nomic conditions, she anticipates that she will have 300 memberships over the first year. 

If economic conditions weaken, however, some students will probably lose their part-time 
jobs in the local community and will not be able to afford a health club membership. If the 
economy weakens, Sue expects that there will be only 260 memberships. Conversely, if 
the economy strengthens, she expects that there will be 340 memberships in the first year. 
She therefore determines CHC's revenue for each of these three scenarios as shown in 
row 3 of the following table. Assuming that CHC's expenses would not be affected, CHC's 
earnings would be as shown in row 6. 


Present If the Economy If the Economy 

Economic Conditions Weakens Strengthens 


(1) Price per membership 

$500 

$500 

$500 

(2) Number of members in first year 

300 

260 

340 

(3) Revenue in first year = (1) X (2) 

$150,000 

$130,000 

$170,000 

(4) Operating expenses 

$138,000 

$138,000 

$138,000 

(5) Interest expenses 

$4,000 

$4,000 

$4,000 

(6) Earnings before taxes = (3) - (4) - (5) 

$8,000 

-$12,000 

$28,000 


As the table shows, CHC's revenue will be lower when economic conditions are weaker. 
Since most of CHC's expenses (such as rent) are fixed, any change in revenue has a direct 
effect on earnings. Thus, if a weaker economy causes CHC's revenue to be lower, CHC's 
earnings will also be lower. A weaker economy could even force Sue to lower the member¬ 
ship price, which could also reduce revenue. 
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Summary 


Economic growth affects a 
firm's performance because it can af¬ 
fect the income levels of consumers 
and therefore affect the demand for 
a firm's products. When the econ¬ 
omy is strong, the demand for a 
firm's products is strong, and its 
profits are relatively high. When the 
economy is weak, the demand for a 
firm's products is low, and its profits 
are relatively low. 

^3 Inflation affects a firm's perfor- 
mance because it can affect the rev¬ 
enue or expenses of a firm. When 
inflation is high, firms incur higher 
costs of production. If they pass on 
the higher cost to consumers by rais¬ 
ing prices, the consumers may re¬ 
duce their demand for the products, 
and revenue (and profits) will de¬ 
cline. If the firms do not pass on the 
higher cost, their revenue may not 
be affected. However, since their ex¬ 
penses are higher, their profits will 
decline. 

H Interest rates affect a firm's per¬ 
formance because they can affect 
the revenue or expenses of a firm. 
When interest rates increase, the 
firm's cost of borrowing increases. 
Therefore, its expenses increase, and 


its profits may decline. In addition, 
high interest rates can discourage 
consumers from buying particular 
products (such as new cars or 
homes) that they normally purchase 
with credit, because the loan pay¬ 
ments would be too high. The firms 
that offer these products experience 
a decline in demand and therefore a 
decline in revenue when interest 
rates are high. Therefore, they tend 
to experience lower profits under 
these conditions. 

Market prices are determined 
by demand and supply conditions. 
The demand for a product is influ¬ 
enced by consumer income and 
preferences. Higher consumer in¬ 
come generally results in a higher 
demand for products. The amount 
of a product produced is influenced 
by production expenses. Firms will 
supply products to the market only 
if the market price is high enough to 
more than cover expenses. 

^3 The federal government 
influences macroeconomic condi¬ 
tions by enacting monetary or fiscal 
policies. Its monetary policy affects 
the amount of funds available at 
commercial banks and other finan¬ 
cial institutions and therefore affects 


interest rates. Its fiscal policy affects 
the taxes imposed on consumers, 
which can influence the amount of 
spending by consumers and there¬ 
fore affect the performance of firms. 
Fiscal policy is also used to tax the 
earnings of firms. 

How the Chapter 
Concepts Affect 
Business Performance 

A firm's decisions must take into ac¬ 
count the economic conditions sum¬ 
marized earlier. Firms attempt to 
anticipate changes in economic con¬ 
ditions so that they can ensure that 
they have enough production to 
satisfy demand. A firm's forecast of 
demand influences its decisions re¬ 
garding the quantity of materials to 
order, whether to expand produc¬ 
tion space, and whether to hire 
more employees. Firms also attempt 
to assess how their costs may change 
in response to possible changes in 
economic conditions so that they 
can anticipate how much money 
they will need to cover expenses in 
the future. Overall, firms that can 
anticipate how economic conditions 
will change are better prepared to 
deal with changes in demand or in 
production costs. 
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EXPECTED 

ECONOMIC 

CONDITION 


EXPECTED 

IMPACT 


DECISION 




Increase in economic 


Increase in demand 


Prepare to increase 

growth 


for products 


production 






Decrease in economic 


Reduction in demand 


Prepare to reduce 

growth 


for products 


production 






Increase in 


Higher cost of 


Purchase supplies 

inflation 


supplies 


before prices rise 






Increase in interest 


Higher financing 


Lock in financing 

rates 


expenses 


rise 





Government 


Increase in demand 


Prepare to increase 

expansionary policies 


for products 


production 






Government 


Reduction in demand 


Prepare to reduce 

restrictive policies 


for products 


production 
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Review & Critical Thinking Questions 


1. List and briefly describe macro¬ 
economics factors that affect 
business performance. 

2. Describe the four different types 
of unemployment and explain 
which type a college graduate 
would face upon entering the 
job market. 


3. Why should firms be concerned 
with changes in interest rates? 

4. What are the two basic determi¬ 
nants of market prices? How are 
shortages and surpluses cor¬ 
rected in the marketplace? 

Define and explain price equilib¬ 
rium for businesses and con¬ 


sumers. What is the effect on the 
equilibrium price when there is 
a surplus or shortage? 

6. Briefly describe three factors that 
influence market prices. 

7. Explain the effect of demand 
and supply on the general price 
level in the economy. 
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8. Define monetary policy. Who is 
responsible for regulating mone¬ 
tary growth in the United States? 

9. Describe how the Fed can reduce 
interest rates. How can the Fed 
increase interest rates? 


10. Distinguish between macroeco¬ 
nomics and microeconomics. 
Are fiscal policy decisions of a 
macroeconomic or microeco¬ 
nomic nature? 


11. Discuss the two primary respon¬ 
sibilities of the federal govern¬ 
ment in establishing economic 
policies. What does it mean to 
have a budget deficit? 


Discussion Questions 


1. In your community do busi¬ 
nesses and housing show signs 
of economic growth or of weak 
economic conditions? What ef¬ 
fect do these conditions have on 
inflation and interest rates? 

2. Discuss the current interest rate 
environment. Do you think in¬ 
terest rates are likely to increase 
or decrease in the near future? 

3. How could a firm use the Inter¬ 
net to assess the current level of 
some macroeconomic factors 
that may affect business perfor¬ 
mance, such as economic growth 
and inflation? How could a firm 
use the Internet to determine 
the demand for its products? 


4. Assume that you are a manager 
in a plant that produces roller- 
blades. What factors would you 
consider in determining the 
price for this product? 

5. When college students are given 
federal grants (such as Pell 
Grants) that cover some educa¬ 
tion expenses, does this reflect a 
form of fiscal policy or monetary 
policy? Explain your answer. 

6. Discuss the effects of a federal 
government budget deficit. How 
could a budget deficit affect bor¬ 
rowing by firms and households? 

7. If you were considering buying a 
house or car, how would interest 
rates affect your decision? 


8. Does the ability to use informa¬ 
tion technology to transfer infor¬ 
mation throughout a large 
company at a lower cost affect 
the supply or demand curve? 

9. Imagine that you plan to rent an 
apartment. If rent control poli¬ 
cies are in place that keep rent 
below the market price deter¬ 
mined by supply and demand, 
will there be a shortage or a sur¬ 
plus of apartments? 

10. If you had to forecast future eco¬ 
nomic performance, what factors 
would you consider in your fore¬ 
cast? Rank your factors in order 
of importance. 


It’s Your Decision: Economic Exposure at CHC 

1. Would the business performance of CHC be more exposed to economic growth in the 
United States as a whole or to economic growth in the local area? Why? 

2. Assume that the federal government is expected to raise income taxes for all people, 
regardless of income level. How could this change in tax policy affect the performance 
of CHC? 

3. Would CHC's business performance be more exposed to inflation in the United States as 
a whole or in the local area? How could CHC's future expenses be affected by inflation? 

4. Explain how marketing at CHC could be affected by economic conditions.Then explain 
how the amount of aerobics classes and other health club services produced could be 
affected by economic conditions. 

5. A health club differs from manufacturing firms in that it produces a service rather than 
products. Consider Local Video, Inc., which manufactures video games that are pri¬ 
marily sold to the students at Texas College. Is this manufacturing firm more exposed 
than CHC to the overall economic conditions in the United States? Now consider 
Tex, Inc., which produces video games for adults throughout the United States. Is 
Tex, Inc., more exposed to the overall economic conditions in the United States than 
CHC is? Explain. 
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Investing in a Business 


Using the annual report of the firm in which you would 
like to invest, complete the following: 

Was your firm's performance affected by economic 
growth last year? If so, how? Are these trends ex¬ 
pected to continue? What does your firm plan to do 
about the economic conditions it faces? 


Was your firm's performance affected by inflation or 
interest rates last year? If so, how? 

Q Explain how the firm uses technology to assess its 
economic environment. For example, does it use 
the Internet to assess the economic environment? 


Case: Impact of Economic Conditions 


Gold Autoparts, Inc., produces automobile parts that are 
purchased by various automobile manufacturers that 
are building new cars. Gold has had some success in 
selling its parts to automobile manufacturers because 
they do not have to produce those parts if they can rely 
on Gold to do so. 

Gold has recently created a website that lists all of its 
parts and the prices charged for them. The automobile 
manufacturers can order parts online, and Gold tries to 
fill these orders quickly. 

Gold attempts to anticipate when orders will in¬ 
crease so that it can produce enough parts to fill orders. 
It realizes that the demand for its auto parts is depen¬ 
dent on economic conditions that affect the demand for 
new cars. When demand for new cars increases, more 
new cars are produced, and there is greater demand for 
Gold's parts. 

Tom Gold, president of Gold Autoparts, expects that 
economic growth will increase this year. He expects that 


interest rates will be relatively low over the next year. 

He also expects that foreign car manufacturers will in¬ 
troduce many new types of cars into the U.S. market. At 
this time, Gold Autoparts focuses its business on U.S. 
automobile manufacturers. 

Questions 

Q How will Gold Autoparts, Inc., be affected if eco¬ 
nomic growth increases as expected? 

Q How will Gold Autoparts be affected if interest rates 
decline as expected? 

Q How might the introduction of many new cars by 
foreign car manufacturers affect Gold's business? 

Q Overall, do you think conditions will cause an in¬ 
crease or decrease in the demand for Gold's auto 
parts? 
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Video Case: Exposure of Ben & Jerry's to Economic Conditions 


Ben Er Jerry's, which makes ice cream, was founded in 
1978 in Burlington, Vermont, by Ben Cohen and Jerry 
Greenfield with a $12,000 investment, a $5 correspon¬ 
dence course in ice cream making, and a rock salt ice 
cream maker. They converted an abandoned gas station 
into their first Ben & Jerry's store. Today, Ben & Jerry's 
is a large, well-known maker of high-quality ice cream, 
frozen yogurt, and sorbet. Ben & Jerry's emphasizes its 
strong commitment to the global community and to the 
environment. It also has an image of being socially con¬ 
scious, standing for "we do good by doing good," which 
resonates with consumers. Still, the company is exposed 
to many uncontrollable external factors. It must re¬ 
spond to a younger market. It must also satisfy legal re¬ 
quirements regarding disclosure of nutritional content 
on its label. It is also exposed to competition from pre¬ 
mium brands such as Haagen-Dazs. 

Ben & Jerry's could be exposed to economic condi¬ 
tions such as inflation or a recession. For example, most 
companies experience a decline in the demand for their 


products when the economy weakens because people 
cannot afford to buy as many products and services. 
However, Ben and Jerry's is not highly sensitive to ad¬ 
verse economic conditions because its product is an "af¬ 
fordable luxury" that consumers can buy as a treat even 
during bad economic conditions. Thus, it is less sensitive 
to economic changes such as recession and inflation. 

For more information on Ben & Jerry's, go to the com¬ 
pany's website at http://www.benjerry.com. 

Questions 

Q Explain why high inflation could adversely affect 
companies like Ben & Jerry's. 

Q Explain why a recession could adversely affect 
companies like Ben & Jerry's. 

Q Explain in your own words why Ben & Jerry's is 
not highly sensitive to economic conditions. 

Q How does its social responsibility agenda make Ben 
and Jerry's less exposed to economic shocks? 


Internet Applications 


1. http://www.stlouisfed.org 

What is the St. Louis Fed, and what kinds of activities 
does it engage in? Look at the FOMC information about 
the Federal Open Market Committee (FOMC). Has the 
FOMC taken any type of action recently? What kinds 
of data does the St. Louis Fed provide? Look at "About 
the Fed." What cities are part of the Federal Reserve 
System? 


2. http://research.stlouisfed.org/fred2 

Look at the different kinds of macroeconomic data avail¬ 
able on this website. Which data would you use if you 
were attempting to forecast a recression in the U.S. 
economy? Click on "Interest Rates." What kinds of in¬ 
terest rates are listed? Why do interest rates differ on 
different kinds of instruments? 


Dell's Secret to Success 


DOLL 


Go to http://www.reportgallery.com and review Dell's 
most recent annual report. Also, go to Dell's website 
(http://www.dell.com) and in the section "about Dell," 
review the background material about Dell that relates 
to this chapter. 

Questions 

Q Describe how Dell's business performance was 
affected by recent economic conditions. Does it 


appear that Dell's business performance was sensi¬ 
tive to the economy? Explain. 

| During a weak economy, the demand for some of 
Dell's products may decline. Which products would 
likely experience a decline in demand? 

Q If interest rates increase, why might the demand for 
Dell's products be affected? 







102 


In-Text Study Guide 

Answers are in Appendix C at the back of book. 


True or False 

1. Macroeconomics is focused on a specific business 
or industry of concern. 

2. When U.S. economic growth is lower than normal, 
the total income level of all U.S. workers is relatively 
high. 

3. Economic growth represents the change in the 
general level of economic activity. 

4. The total amount of expenditures in the economy is 
known as aggregate expenditures. 

5. Structural unemployment refers to workers 
who lose their jobs due to a decline in economic 
conditions. 

6. A higher level of inflation will cause a larger de¬ 
crease in a firm's operating expenses. 

7. Inflation is usually measured as the percentage 
change in gross domestic product. 

8. The demand for a product can be shown with a de¬ 
mand schedule, which indicates the quantity of the 
product that would be demanded at each possible 
price. 

9. The Federal Reserve System sets the monetary pol¬ 
icy that determines the money supply in the United 
States. 

10. The Fed affects interest rates by changing the 
supply of funds banks can loan. 

Multiple Choice 

11. _conditions reflect the overall performance 

of the nation's economy. 

a) Microeconomic 

b) Multi-economic 

c) Macroeconomic 

d) Proto-economic 

e) Supraeconomic 


12. All of the following are examples of macroeco¬ 
nomic concerns except: 

a) a drop in the nation's gross domestic product. 

b) an increase in the rate of inflation. 

c) a strike by workers at a local bakery. 

d) an increase in the amount of cyclical 
unemployment. 

e) an increase in the rate of interest charged on 
bank loans. 

13. The total market value of all final goods and ser¬ 
vices produced in the United States is known as: 

a) gross domestic product. 

b) aggregate expenditures. 

c) fiscal output. 

d) the production quota. 

e) aggregate supply. 

14. Jan is currently between jobs, but she has mar¬ 

ketable job skills and is confident she will find work 
in the near future. Jan's current situation would be 
an example of_unemployment. 

a) seasonal 

b) structural 

c) functional 

d) frictional 

e) cyclical 

15. The type of unemployment that represents people 
who are unemployed because of poor economic 
conditions is: 

a) functional unemployment. 

b) cyclical unemployment. 

c) seasonal unemployment. 

d) structural unemployment. 

e) general unemployment. 
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16. The type of inflation that requires firms to increase 
their prices to cover increased costs is referred to as: 

a) demand-pull inflation. 

b) stagflation. 

c) cost-push inflation. 

d) disequilibrium. 

e) unemployment. 

17. The prices firms pay for supplies or materials 
directly influence their: 

a) operating expenses. 

b) operating revenue. 

c) dividends. 

d) stockholders'equity. 

e) economic assets. 

18. An increase in the general level of prices of 
products and services over a specified period 
of time is called: 

a) inflation. 

b) stagflation. 

c) unemployment. 

d) disinflation. 

e) equilibrium. 

19. _represent the cost of borrowing money. 

a) Discount factors 

b) Depreciation rates 

c) Inflation premiums 

d) Dividends 

e) Interest rates 

20. Over the next several years, economic growth in 
less-developed nations is: 

a) unlikely to occur due to lack of natural resources 
in most of these countries. 

b) likely to occur, but at a much slower rate than 
growth in the United States. 

c) likely to be greater than the growth in the United 
States, thus providing U.S. firms with important 
market opportunities. 


d) unlikely to occur because of the anti-growth atti¬ 
tudes of their governments. 

e) likely to be quite rapid, but U.S. firms are unlikely 
to benefit since they view the opportunities in 
less-developed countries as being too risky. 

21. A typical demand schedule shows that: 

a) as price decreases, quantity demanded will also 
decrease. 

b) as price decreases, quantity demanded will 
increase. 

c) quantity supplied can never be less than quan¬ 
tity demanded. 

d) the total quantity of goods consumers want to 
buy will fall during periods of inflation. 

e) a firm can always increase its revenue by increas¬ 
ing the prices it charges for its products. 

22. A supply schedule shows: 

a) the relationship between quantity supplied and 
quantity demanded. 

b) how the quantity firms supply in the market 
affects their total profits. 

c) the quantity firms are willing to supply at each 
possible price. 

d) the average cost of supplying various quantities 
of a good. 

e) the relationship between the amount of labor 
and other inputs the firm employs and the quan¬ 
tity of output the firm can produce. 

23. At the equilibrium price for a product, the: 

a) firms in the market are maximizing their total 
revenue. 

b) consumers in the market have spent all of their 
income. 

c) firms in the market are maximizing their total 
output. 

d) firms in the market are just breaking even. 

e) quantity demanded by consumers equals the 
quantity supplied by firms. 
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24. If the market price of a good is above the equilib¬ 
rium price: 

a) a surplus will exist, which will put downward 
pressure on prices. 

b) the supply curve will shift to the right as firms 
rush to take advantage of the high price. 

c) the demand curve will shift to the left as con¬ 
sumers decrease the quantity they buy. 

d) the government will intervene to force the price 
downward. 

e) a shortage will exist, which will force the price 
even higher. 

25. If the market price is below the equilibrium price: 

a) quantity demanded will exceed quantity sup¬ 
plied, resulting in a shortage. 

b) quantity demanded will exceed quantity sup¬ 
plied, resulting in a surplus. 

c) quantity supplied will exceed quantity de¬ 
manded, resulting in a shortage. 

d) quantity supplied will exceed quantity de¬ 
manded, resulting in a surplus. 

e) the supply curve will shift to the left and the 
demand curve will shift to the right. 

26. An increase in the demand for a product is likely to 
cause: 

a) a matching decrease in supply. 

b) an increase in the equilibrium price. 

c) the supply curve to shift to the right. 

d) a decrease in the equilibrium price. 

e) the government to attempt to increase produc¬ 
tion quotas. 

27. If consumer incomes increase, the effect on con¬ 
sumer decisions about how much they want to buy 
can be shown by: 

a) shifting the demand curve outward (to the 
right). 

b) shifting the supply curve outward. 

c) shifting the demand curve inward (to the left). 


d) moving downward to the right along the 
demand curve. 

e) shifting the supply curve inward. 

28. The_of the United States is defined as the 

total amount of demand deposits, currency held by 
the public, and traveler's checks. 

a) financial wealth 

b) financial reserves 

c) money supply 

d) total banking assets 

e) gross domestic product 

29. The central bank of the United States, where the 
money supply is controlled and regulated, is the: 

a) Federal Reserve System. 

b) Senate. 

c) Department of Congress. 

d) Council of Economic Advisers. 

e) Board of Directors. 

30. A major effect of the Federal Reserve's monetary 
policies is to bring about changes in the: 

a) stock of gold held by the government to back 
the money supply. 

b) income tax rates paid by households and 
businesses. 

c) size of the federal budget deficit. 

d) amount the government spends to finance 
social programs. 

e) interest rates banks charge when they make 
loans. 

31. Which of the following is the best example of the 
federal government's use of fiscal policy? 

a) The Federal Reserve places new regulations on 
the nation's banks that require them to make 
more loans to minorities and women. 

b) The U.S. Treasury announces that it has re¬ 
designed the nation's paper money to make the 
bills more difficult to counterfeit. 
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c) The government cuts taxes during an economic 
downturn. 

d) The president appoints a new commission to 
look into concerns about how pollution is dam¬ 
aging the environment. 

e) The Federal Reserve gives banks more funds to 
enable them to make more loans. 

32. Taxes that the federal government imposes on par¬ 
ticular products are called: 

a) excise taxes. 

b) import taxes. 

c) export taxes. 

d) quotas. 

e) embargoes. 

33. When the amount of federal government spending 
exceeds the amount of federal taxes, the result is 
called a: 

a) trade deficit. 

b) federal budget deficit. 

c) balance of payments. 

d) price equilibrium. 

e) opportunity cost. 


34. Restrictive monetary and fiscal policies may keep 
inflation low, but the critical tradeoff is that they 
may also cause: 

a) disinflation. 

b) environmental problems. 

c) massive crime. 

d) unemployment. 

e) higher inflation. 

35. The government can prevent inflationary pressure 
caused by an excessive demand for products by 
maintaining a low rate of: 

a) fiscal policies. 

b) economic growth. 

c) monetary policies. 

d) unemployment. 

e) savings. 
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4 


The Learning Goals 
of this chapter are to: 

Explain the motives for U.S. firms to 
engage in international business. 

Describe how firms conduct 
international business. 


Explain how barriers to international 
business have been reduced and 

describe the barriers that remain. 


Explain how foreign characteristics 
can influence a firm's 

international business. 

4 1 

Explain how exchange rate movements 
can affect a firm's performance. 

g 1 


Businesses like this one commonly 
produce products that they sell 
to many different countries. 


Assessing Global Conditions 


Many U.S. firms have capitalized 
on opportunities in foreign coun¬ 
tries by engaging in international 
business. The amount of interna¬ 
tional business has grown in re¬ 
sponse to the removal of various 
international barriers. Even small 
U.S. firms are now engaging in in¬ 
ternational business by purchasing 
foreign supplies or by selling their 
products in foreign countries. 

International economic conditions 
affect a firm's revenue and ex¬ 
penses and therefore affect its 
value. To illustrate how the interna¬ 
tional environment can affect the 
value of a business, consider the 
case of Victory Company, which 
produces computer games and 
wants to expand its business inter¬ 
nationally. Since expansion of busi¬ 
ness into foreign countries can be 
very expensive, Victory Company 
wants to carefully assess whether 


to expand and where to expand. 
The performance of Victory's busi¬ 
ness in a foreign country is depen¬ 
dent on the country's cultural and 
financial characteristics. In addi¬ 
tion, the performance is affected 
by economic conditions in the 
country because the demand 
for computer games is influenced 
by the income level of the local 
people. 

Specifically, Victory Company must 
determine: 

► How could international 
business enhance its 
performance? 

► What methods might it use 
to engage in international 
business? 

► What foreign characteristics 
will influence its level of busi¬ 
ness in foreign countries? 


► How will its international busi¬ 
ness be affected by exchange 
rates? 

All firms that conduct international 
business must address these types 
of questions. These firms com¬ 
monly strive to increase their inter¬ 
national business because an 
increase in the foreign demand for 
their products results in higher rev¬ 
enue and earnings. By understand¬ 
ing the foreign characteristics that 
influence its level of international 
business, Victory Company can at¬ 
tempt to offer its product to for¬ 
eign customers.This chapter 
explains how the assessment of 
the global environment by Victory 
Company or any other firm can be 
conducted in a manner that maxi¬ 
mizes the firm's value. 
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Explain the motives for 
U.S. firms to engage in 
international business. 


How International Business Can 
Enhance Performance 


International business can enhance a firm's performance by increasing its 
revenue or reducing its expenses. Either result leads to higher profits for 
the firm. There are various motives for international business, and each of 
them allows the firm to benefit in a manner that can enhance its perfor¬ 
mance. Some of the more common motives to conduct international busi¬ 
ness are: 

► Attract foreign demand 

► Capitalize on technology 

► Use inexpensive resources 

► Diversify internationally 

Firms that engage in international business are commonly referred to 
as multinational corporations. Some multinational corporations such as 
Amazon.com, The Gap, IBM, and Starbucks are large well-known firms, 
but many small U.S. firms also conduct international business so that they 
can enhance their performance. 


Attract Foreign Demand 

Some firms are unable to increase their market share in the United States 
because of intense competition within their industry. Alternatively, the 
U.S. demand for the firm's product may decrease because of changes in 
consumer tastes. Under either of these conditions, a firm might consider 
foreign markets where potential demand may exist. Many firms, including 
DuPont, IBM, and PepsiCo, have successfully entered new foreign markets 
to attract new sources of demand. Wal-Mart Stores has recently opened 
stores in numerous countries, including Mexico and Hong Kong. Boeing 
(a U.S. producer of aircraft) recently received orders for jets from China 
Xinjiang Airlines and Kenya Airways. 


eBay has created a service to 
many foreign markets that 
was not available in the past. 
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Procter & Gamble has foreign 
subsidiaries in many different 
countries so that it can pro¬ 
duce and sell products 
around the world. 
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Avon Products has opened branches in many countries, including 
Brazil, China, and Poland. McDonald's is now in more than 80 different 
countries and generates more than half of its total revenue from foreign 
countries. Hertz has expanded its agencies in Europe and in other foreign 
markets. Amazon.com has expanded its business by offering its services in 
many foreign countries. 

Blockbuster has more than 3,000 stores located in 27 markets outside 
the United States, ft is focusing its efforts for future growth in those markets 
because it already has business there and therefore has some name recogni¬ 
tion. General Electric's philosophy is that economic growth will be uneven 
across countries, so it must position its businesses in those markets where 
demand will increase, ft believes that as globalization continues, only the 
most competitive companies will be able to effectively serve their employ¬ 
ees and stockholders. In 1999, Autozone established its first retail store for 
auto parts in Mexico because many older vehicles are still in use in that 
country, so demand for auto parts is high. Today, Autozone has 49 stores in 
Mexico. eBay has provided some foreign markets with a service that was not 
previously available in those areas. It has served hundreds of millions of re¬ 
quests to buy or sell products from consumers in more than 150 countries. 

The Coca-Cola Company's business has also expanded globally over 
time. Now the company has a significant presence in almost every coun¬ 
try. It expanded throughout Latin America, western Europe, Australia, and 
most of Africa before 1984. Since then, it has expanded into eastern Eu¬ 
rope and most of Asia. 

The motivation of firms to attract foreign demand is summarized in a 
recent annual report of Procter & Gamble (P&G): 

"More than 80 percent of P&G's sales come from the top 10 markets. We need 
to keep driving P&G growth in these countries, which are some of the 
biggest and strongest economies in the world. P&G's business in the top 10 
countries taken together is growing at a rate of 11 % per year. P&G is a 
leader in these markets.... Yet, despite this strength in P&G's 10 largest 
countries, we still have significant opportunities to grow." 


—Procter & Gamble 
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Small Business Survey 


International Business 

In a recent National Small Business poll conducted for the NFIB Research Founda¬ 
tion, the owners of small businesses that conduct international business were asked 
about their strategy for generating sales in foreign countries. Their responses are 
shown below: 


Other 

3% 



They were also asked where they generated most of their international sales in the 
last three years.Their responses are shown below: 


Canada 

32% 


Mex j co U.K. and Ireland 



Other 

16% 


Capitalize on Technology 

Many U.S. firms have established new businesses in the so-called develop¬ 
ing countries (such as those in Latin America), which have relatively low 
levels of technology. AT&T and other firms have established new telecom¬ 
munications systems in developing countries. Other U.S. firms that create 
power generation, road systems, and other forms of infrastructure have 
extensive business in these countries. Ford Motor Company and General 
Motors have attempted to capitalize on their technological advantages by 
establishing plants in developing countries throughout Asia, Latin Amer¬ 
ica, and eastern Europe. IBM is doing business with the Chinese govern¬ 
ment to capitalize on its technology. Amazon.com can capitalize on its 
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Small Business Survey 


When asked about the profitability of their sales to customers outside the United 
States as compared to their profitability of their sales to U.S. customers, they re¬ 
sponded as shown below: 


Less 

profitability 

11 % 


Much more 
— profitable 
5% 


The same 
profitability 
66 % 



More 

profitable 

16% 


The small business owners were also asked whether the majority of their orders 
from outside the United States were placed on their website. Their responses here 
are classified according to the size of the business: 


Businesses with 
1 to 9 Employees 

Yes 29% 

No 65% 

Not applicable 6% 


Businesses with 
10 to 19 Employees 

20 % 

77% 

3% 


Businesses with 
20 to 249 Employees 

10 % 

89% 

1% 


Notice that the website was most important for the smallest businesses and less im¬ 
portant for the larger small businesses, which may have employees who can contact 
foreign customers directly. 

These small business owners were also asked whether barriers imposed by for¬ 
eign governments limit their ability to increase sales outside the United States. Their 
responses are shown here for various types of government barriers: 



Tariffs 

Excessive Red Tape 
and Regulations 

Severely limits 

10% 

18% 

Somewhat limits 

27% 

22% 

Does not limit 

59% 

58% 

Other 

4% 

2% 


technology advantage by expanding in foreign countries where technol¬ 
ogy is not as advanced. 

Use Inexpensive Resources 

Labor and land costs can vary significantly among countries. Firms often 
attempt to set up production at a location where land and labor are inex¬ 
pensive. Exhibit 4.1 illustrates how hourly compensation (labor) costs can 
vary among countries. The costs are much higher in the developed coun¬ 
tries (such as the United States and Germany) than in other countries 
(such as Mexico and Taiwan). Numerous U.S. firms have established sub¬ 
sidiaries in countries where labor costs are low. For example. Converse has 







Exhibit 4.1 


Approximate Hourly 
Compensation Costs for 
Manufacturing across 
Countries 
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The amount of products im¬ 
ported through harbors is 
higher when international 
trade restrictions are reduced 
or eliminated. 


shoes manufactured in Mexico. Dell, Inc., has disk drives and monitors 
produced in Asia. General Electric, Motorola, Texas Instruments, Dow 
Chemical, and Corning have established production plants in Singapore 
and Taiwan to take advantage of lower labor costs. Many firms from the 
United States and western Europe have also established plants in Hungary, 
Poland, and other eastern Europe countries, where labor costs are lower. 
General Motors pays its assembly-line workers in Mexico about $10 per 
day (including benefits) versus about $220 per day for its assembly-line 
workers in the United States. 

Diversify Internationally 

When all the assets of a firm are designed to generate sales of a specific 
product in one country, the profits of the firm are normally unstable. This 
instability is due to the firm's exposure to changes within its industry or 
within the economy. The hrm's performance is dependent on the demand 
for this one product and on the conditions of the one economy in which it 
conducts business. The firm can reduce such risk by selling its product in 
various countries. 

Because economic conditions can vary among countries, U.$. firms 
that conduct international business are affected less by U.$. economic con¬ 
ditions. A U.$. hrm's overall performance may be more stable if it sells its 
product in various countries so that its business is not inhuenced solely by 
the economic conditions in a single country. For example, the demand for 
PepsiCo's products in Mexico might decline if the Mexican economy is 
weak, but at the same time economic growth in Brazil, the Netherlands, 
and $pain might result in a higher overall demand for PepsiCo's products. 

Exhibit 4.2 shows how DuPont has diversihed its business across coun¬ 
tries. Because DuPont has achieved geographic diversihcation, it is not as 

exposed to the economic 
conditions in the United 
$tates. Of course, it is 
somewhat exposed to eco¬ 
nomic conditions in the 
foreign countries where it 
conducts its business. 

Combination 
of Motives 

Many U.$. hrms engage in 
international business be¬ 
cause of a combination of 
the motives just described. 
For example, when 3M 
Company engages in in¬ 
ternational business, it at¬ 
tracts new demand from 
customers in foreign coun¬ 
tries. $econd, it is able to 
capitalize on its technol¬ 
ogy, which is often more 
advanced than the tech¬ 
nology available to local 









Exhibit 4.2 

DuPont's Geographic 
Diversification (measured 
by annual sales in millions 
of dollars) 

Source: 2001 annual report. 
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firms in these countries. Third, it is able to use low-cost land and labor in 
some countries. Finally, it is able to diversify its business among countries. 
It has also reduced its exposure to U.S. economic conditions by increasing 
its international business over time. 

General Electric is another example of a major brm that has expanded 
internationally in recent years. It has substantial business in Europe. Its 
sales have also increased in Latin America and the Pacific Basin. Wal-Mart 
is another brm that has been motivated by the reasons just described to ex¬ 
pand into foreign countries. 


Decision Making Using International Business to Reduce Expenses 

V ictory Company (introduced at the beginning of this chapter) produces computer 
games and sells them in the United States. Its major concern is the high cost of produc¬ 
ing the computer chips that it uses in the computer games. None of the U.S. chip manufac¬ 
turers can produce the chips at a lower cost, so Victory Company contacts a supplier in 
China and describes the types of computer chips that it needs. The supplier offers to pro¬ 
duce and transport computer chips to Victory Company for a price that is 30 percent below 
Victory's prevailing cost of producing its own chips. By shifting its production of chips to 
China, Victory Company is able to reduce its production expenses and compete more effec¬ 
tively in the computer game industry. 

1. Explain why Victory Company can obtain the chips from the supplier in China at a lower 
price than a U.S. supplier would charge. 

2. Explain how a tax on the computer chips imported from China could affect Victory's 
profits. 

ANSWERS: 1. The cost of labor in China is very low, which results in a lower cost of producing many types of products and 
supplies. 2. A tariff on chips from China would raise the price that Victory Company would have to pay for the chips. Thus, 
Victory's cost of obtaining the chips would increase and its profits would decrease. 



Describe how firms 
conduct international 
business. 


Howto Conduct International Business 


A brm may use various methods to conduct international business. The 
more common methods of conducting international business that a brm 
should consider are: 

► Importing 

► Exporting 

► Direct foreign investment (DFI) 

► Outsourcing 

► Strategic alliances 


importing 

the purchase of foreign products 
or services 


Importing 

Importing involves the purchase of foreign products or services. For ex¬ 
ample, some U.S. consumers purchase foreign automobiles, clothing, cam¬ 
eras, and other products from hrms in foreign countries. Many U.S. brms 
import materials or supplies that are used to produce products. Even if 
these brms sell the products locally, they can benebt from international 
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The large balance of trade 
deficit has attracted much 

attention and concern from 

U.S. politicians. 
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business. They import foreign supplies that are less expensive or of a higher 
quality than alternative U.S. supplies. 


tariff 

a tax on imported products 


quota 

a limit on the amounts of specific 
products that can be imported 


Factors That Influence the Degree of Importing The degree to which a firm im¬ 
ports supplies is influenced by government trade barriers. Governments 
may impose a tariff (or tax) on imported products. The tax is normally paid 
directly by the importer, who typically passes the tax on to consumers by 
charging a higher price for the product. Thus, the product may be over¬ 
priced compared with products produced by firms based in that country. 
When governments impose tariffs, the ability of foreign firms to compete 
in those countries is restricted. 

Governments can also impose a quota on imported products, thereby 
limiting the amounts of specific products that can be imported. This type 
of trade barrier may be even more restrictive than a tariff because it places 
an explicit limit on the amount of a specific product that can be imported. 

In general, trade barriers tend to both discourage trade and protect 
specific industries from foreign competition. However, many trade barriers 
have been removed in Europe and in many Asian countries. In addition, 
since 1993 when the North American Free Trade Agreement (NAFTA) re¬ 
moved many restrictions on trade among Canada, Mexico, and the United 
States, U.S. firms have had more opportunities to expand their businesses 
in Canada and Mexico. At the same time, however, they are also more ex¬ 
posed to competition from foreign firms within the United States. 


exporting 

the sale of products or services 
(called exports) to purchasers re¬ 
siding in other countries 


Exporting 

Exporting is the sale of products or services (called exports) to purchasers 
residing in other countries. Many firms, such as DuPont, Intel, and Zenith, 
use exporting as a means of selling products in foreign markets. Many 
smaller firms in the United States also export to foreign countries. 


Trend of U.S. Exports and Imports The trend of U.S. exports and imports is 
shown in Exhibit 4.3. Notice that the amount of U.S. exports and imports 
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Exhibit 4.3 

Trend of U.S. Exports 
and Imports 


balance of trade 

the level of exports minus the 
level of imports 

trade deficit 

the amount by which imports 
exceed exports 
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Years 


more than quadrupled between 1980 and the 2004, reflecting the in¬ 
creased importance of international trade. 

The U.S. balance of trade, which is also shown in Exhibit 4.3, is equal 
to the level of U.S. exports minus the level of U.S. imports. A negative bal¬ 
ance of trade is referred to as a trade deficit and means that the United 
States is importing (purchasing) more products and services from foreign 
countries than it is selling to foreign countries. The United States has con¬ 
sistently had a trade deficit since 1980, and it has become even more neg¬ 
ative (larger deficit) in recent years. 

When a country has a trade deficit, its consumers may be benefiting 
from imported products that are less expensive than locally produced 
products. At the same time, however, the purchase of imported products 
implies less reliance on domestic production in favor of foreign production. 
Thus, it may be argued that a large trade deficit causes a transfer of jobs to 
some foreign countries. 

How the Internet Facilitates Exporting Many firms use their websites to identify 
the products that they sell, along with the price for each product. This 
allows them to easily advertise their products to potential importers any¬ 
where in the world without mailing brochures to various countries. In ad¬ 
dition, they can add to their product line and change prices by simply 
revising the website. Thus, importers can keep abreast of an exporter's 
product information by monitoring the exporter's website. 

Firms can also use their websites to accept orders online. Some prod¬ 
ucts such as software can be delivered from the exporter to the importer 
directly over the Internet in the form of a hie that lands in the importer's 
computer. Other products must be shipped, but the Internet makes it eas¬ 
ier to track the shipping process. The importer can transmit its order for 
products via e-mail to the exporter. The exporter's warehouse then fills 
the order. When the products are shipped from the warehouse, an e-mail 
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direct foreign 
investment (DFI) 

a means of acquiring or building 
subsidiaries in one or more foreign 
countries 


message is sent to the importer and to the exporter's headquarters. The 
warehouse may even use technology to monitor its inventory of products 
so that suppliers are automatically notified to send more supplies when the 
inventory is reduced to a specific level. If the exporter uses multiple ware¬ 
houses, the Internet allows them to work as a network so that if one ware¬ 
house cannot fill an order, another warehouse will. 

Direct Foreign Investment (DFI) 

Many firms engage in direct foreign investment (DFI), which is a means 
of acquiring or building subsidiaries in one or more foreign countries. For 
example, Ford Motor Company has facilities in various countries that pro¬ 
duce automobiles and sell them in those locations. Blockbuster has stores 
in various countries that rent DVDs to customers in those countries. A U.S. 
firm may either build a subsidiary in a foreign country or acquire an exist¬ 
ing foreign firm and convert that into its subsidiary. Many U.S. firms ex¬ 
pand internationally by acquiring foreign firms. They most commonly 
acquire firms in Canada and the United Kingdom but have recently in¬ 
creased their acquisitions in countries such as Brazil, the Czech Republic, 
and Hungary. Direct foreign investment is feasible in a variety of situations, 
including the following: 

1. A firm that has successfully exported to a foreign country desires to re¬ 
duce its transportation costs. It establishes a subsidiary in the foreign 
country to manufacture the product and sell it in that country. Kellogg 
Company uses this strategy and has production plants in 19 different 
countries, including China and India. Nike initially subcontracted with 
factories in Taiwan and Korea to produce athletic shoes to be sold in 
Asian countries. It then expanded its production facilities in foreign 
countries so that they could produce shoes to be sold in Europe and 
South America. 

2. A firm that has been exporting products is informed that the foreign 
government will impose trade barriers. Therefore, the firm establishes 
a subsidiary that can manufacture and sell products in that country. In 
this way, it avoids the trade barriers. 

3. A foreign country is desperately in need of advanced technology and 
offers a U.S. firm incentives, such as free use of land, to establish a sub¬ 
sidiary in that country. The foreign country also expects that the firm 
will employ some local workers. 

4. A U.S. firm believes that it can substantially reduce its labor costs by 
shifting its production facilities to a developing country where labor 
and land are less expensive. 

Although DFI can often be feasible, firms should conduct a thorough 
analysis of the costs and benefits before investing. Once funds are spent on 
DFI, the decision cannot easily be reversed because the foreign facilities 
would have to be sold at a loss in most cases. 

Foreign Expansion in the United States Just as U.S. firms have expanded into 
foreign countries, foreign firms have expanded into the United States. In 
some industries, such as the automobile, camera, and clothing industries, 
many foreign firms offer their products in the United States. Some foreign 
firms have established new subsidiaries in the United States, such as Toy¬ 
ota (expanded its Kentucky plant), Mitsubishi Materials (built a silicon 
plant in Oregon), and Honda (expanded its Ohio plant). Other foreign 
firms such as Sony have acquired firms in the United States. Many foreign 
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firms have spent hundreds of millions of dollars to develop or expand their 
U.S. businesses. Since foreign firms have expanded into the United States, 
even those U.S. firms that only sell their products domestically are subject 
to foreign competition. 


Outsourcing 



Many U.S. businesses out¬ 
source some of their produc¬ 
tion to companies such as 
this one in New Delhi, India. 


Firms commonly outsource some of their services to foreign countries as a 
means of using cheaper labor. For example, a U.S. manufacturing firm 

may outsource its technol¬ 
ogy support staff to Bul¬ 
garia, China, or another 
country where labor costs 
are low. A U.S. computer 
company may outsource 
its computer help desk to 
India. Some U.S. firms use 
outsourcing as a means of 
reducing their expenses. 

When a U.S. hrm out¬ 
sources, the employees 
whose jobs are transferred 
from the United States to 
other countries, and espe¬ 
cially those people who 
lose their jobs due to the 
outsourcing, are highly 
critical of the hrm. How¬ 
ever, the hrm might 
counter that it needs to 
outsource in order to com¬ 
pete with other hrms that 
also rely on cheaper for¬ 
eign labor in some man- 
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ner. In addition, it may suggest that its use of outsourcing is no different 
than the actions of other U.S. firms that import supplies or engage in direct 
foreign investment in low-wage countries. All of these actions are moti¬ 
vated by the desire to benefit from the use of cheap foreign labor. 


strategic alliance 

a business agreement between 
firms whereby resources are 
shared to pursue mutual interests 

joint venture 

an agreement between two firms 
about a specific project 


international licensing 
agreement 

a type of alliance in which a firm 
allows a foreign company (called 
the "licensee") to produce its 
products according to specific 
instructions 


Strategic Alliances 

U.S. and foreign firms commonly engage in strategic alliances, which are 
business agreements that are in the best interests of the firms involved. 
Various types of international alliances between U.S. firms and foreign 
firms can be made. One type is a joint venture, which involves an agree¬ 
ment between two firms about a specific project. Joint ventures between 
U.S. and non-U.S. firms are common. The U.S. firm may produce a prod¬ 
uct and send it to a non-U.S. firm, which sells the product in that country. 
The non-U.S. firm is involved because it knows the culture of that country 
and is more capable of selling the product there. 

In another type of joint venture, two firms participate in the produc¬ 
tion of a product. This type of joint venture is common in the automobile 
industry. The automakers in the United States are involved in a variety of 
ventures with foreign manufacturers. General Motors dealerships and 
Ford Motor Company dealerships sell cars manufactured by firms in 
France, Japan, and South Korea. RJR Nabisco has engaged in joint ven¬ 
tures with some food producers in some of the former Soviet republics. 
This gives Nabisco access to local production facilities and skilled workers. 
These joint ventures reflect the improved commercial relations with the 
former Soviet republics that have led to a major change in attitude by U.S. 
companies about doing business in those areas. 

Another type of alliance is an international licensing agreement, in 
which a firm allows a foreign company (called the "licensee") to produce 
its products according to specific instructions. Many U.S. beer producers 
engage in licensing agreements with foreign hrnis. The foreign hrm is 
given the technology to produce the products. As the foreign hrm sells the 
products, it channels a portion of revenue to the licensing hrm. The ad¬ 
vantage of licensing is that the hrm is able to sell its product in foreign mar¬ 
kets without the costs involved in exporting or direct foreign investment. 
One disadvantage, however, is that the foreign hrm shares the prohts from 
products sold in the foreign country. 


How the Internet Facilitates Licensing Some hrms with international reputa¬ 
tions use their brand name to advertise products over the Internet. They 
then license manufacturers in foreign countries to produce some of their 
products subject to their specihcations. For example, Mesa Company set 
up a licensing agreement with a manufacturer in Indonesia to produce its 
product, which Mesa advertises over the Internet. When Mesa receives or¬ 
ders for its product from customers in Asia, it relies on this manufacturer 
to produce and deliver the products ordered. This expedites the delivery 
process and may even enable Mesa to have the products manufactured at 
a lower cost than if it produced them itself. 
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Decision Making 


3 

Explain how barriers to 
international business 
have been reduced 
and describe the 
barriers that remain. 


Choosing a Strategy to Expand Overseas 

V ictory Company sells its computer games only in the United States, but it believes it 
could also serve the Canadian market. It must decide on the best strategy for entering 
that market. One possibility is to establish a subsidiary in Canada, which would produce the 
computer games there and sell them locally. However, Victory does not want to incur the 
cost of establishing another production plant. It has the capacity to increase production in 
its existing plant, so it decides to use that plant to produce more computer games and will 
export them to some retail stores in Canada. If the Canadian demand for computer games 
at these retail stores is very strong, Victory will consider establishing a Canadian subsidiary 
in the future. Overall, Victory's decision to export its product to Canada will increase its rev¬ 
enue. It will incur some expenses to advertise its computer games in the Canadian market. If 
its revenue from exporting exceeds the cost of producing these exports and the advertising 
expenses in Canada, Victory's profits will increase as a result of exporting its computer 
games to Canada. 

1. Another strategy for Victory would be to establish a joint venture with a U.S.firm that 
would transport the computer games to Canada and sell them to the retail stores there. 
This firm would receive a commission of 15 percent on all sales of the computer games. 
What would be the advantage of this joint venture for Victory Company? 

2. What would be a disadvantage of the joint venture described above for Victory 
Company? 

ANSWERS: 1. The advantage is that the joint venture would save Victory in advertising and shipping expenses. 2. The disad¬ 
vantage is that Victory would have to pay the firm 15 percent on all the sales, so it would receives only 85 percent of the sales 
proceeds. 


Barriers to International Business 


In recent decades, an important factor contributing to the increase in in¬ 
ternational business has been the reduction in trade barriers. Nevertheless, 
firms that consider conducting international business must be aware that 
barriers still exist. 

Reduction in Barriers 

The barriers to international business have been reduced over time 
through various free trade agreements and the formation of free trade 
zones such as the European Union. The following are some examples of 
how barriers have been reduced. 

NAFTA As a result of the North American Free Trade Agreement (NAFTA) 
of 1993, trade barriers between the United States, Mexico, and Canada 
were eliminated. Consequently, firms in the United States now have more 
freedom to export their products to the other countries, while firms in 
Mexico have more freedom to export their products to the United States. 

GATT Following NAFTA, the General Agreement on Tariffs and Trade 
(GATT) called for the reduction or elimination of trade restrictions on 
specified imported products across 117 countries. It also led to the creation 
of the World Trade Organization (WTO), which now has 140 member 
countries. This accord has enabled firms to more easily export their prod¬ 
ucts to other countries. 
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Latin America In June 2003, the United States and Chile signed a free trade 
agreement to remove tariffs on more than 90 percent of the products that 
are sent between the two countries. Many other trade agreements are in 
the process of being negotiated between the United States and Latin Amer¬ 
ican countries. 

European Union During the i 980s and i 990s, the countries in the European 
Union agreed to eliminate many trade barriers. By 2002, most of these 
countries had also adopted the euro as their currency. This has made it eas¬ 
ier for firms in one European country to export their products to firms in 
other European countries because the importers and exporters now use 
the same currency and thus no longer face the costs and risks associated 
with exchanging currencies. 

In 2004, the European Union accepted the following new members, 
most of which are in eastern Europe: Cyprus, the Czech Republic, Estonia, 
Hungary, Latvia, Lithuania, Malta, Poland, Slovakia, and Slovenia. Conse¬ 
quently, the restrictions on the new members' trade with western Europe 
were reduced. Since these countries have substantially lower wages than 
those in western Europe, firms from the United States and elsewhere can 
establish manufacturing plants in these countries to produce products and 
export them to western Europe. 

Reduced Barriers on Direct Foreign Investment In recent years, many Asian, Eu¬ 
ropean, and Latin American countries have reduced their barriers on di¬ 
rect foreign investment. Consequently, firms now have more freedom to 
establish subsidiaries or to acquire existing companies there. In some coun¬ 
tries, the governments have even offered firms incentives to encourage 
them to establish facilities there. These governments recognize that foreign 
ownership of local facilities could benefit the economy by creating jobs. 


Remaining Barriers 

Firms should recognize, however, that even though barriers to interna¬ 
tional business have been reduced, some governments continue to impose 
barriers in order to protect their local firms or to punish certain countries 
for their actions. These barriers may prevent a firm from pursuing inter¬ 
national business in a specific country. Alternatively, they may increase the 
cost of pursuing international business. In some cases, the potential ad¬ 
vantages of pursuing international business are outweighed by the costs of 
circumventing the barriers. Common barriers include trade barriers such 
as the tariffs and quotas described earlier, as well as barriers aimed at pre¬ 
venting a firm from establishing a subsidiary (direct foreign investment) in 
another country. 


dumping 

selling products in a foreign coun¬ 
try at a price below the cost of 
producing those products 


Barriers Used to Protect Local Firms Any government may be tempted to impose 
barriers to protect its own firms. For example, the U.S. government may 
impose trade barriers such as tariffs on imported steel, even though such 
barriers are in conflict with previous trade agreements with other coun¬ 
tries. The government may argue that such action is appropriate because 
the foreign steel firms receive subsidies from their government that enable 
them to be more competitive and therefore can afford to sell their steel at 
a price that is lower than their expenses (referred to as dumping). The for¬ 
eign government, in turn, may claim that it does not provide subsidies, and 
the dispute may take years to resolve. Meanwhile, the foreign government 
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may retaliate by imposing tariffs on products that its consumers import 
from the United States, such as chemicals. Any such intervention by a gov¬ 
ernment to protect its local firms disrupts the spirit of global competition 
between firms. 

Barriers Used to Punish Countries Trade barriers are sometimes used to punish 
countries for various actions. For example, trade restrictions may be im¬ 
posed on countries that do not enforce environmental laws or child labor 
laws, or initiate war against another country, or are unwilling to participate 
in a war against an unlawful dictator of another country. 

Disagreements about International Trade Policy 

Disagreements on international trade policy will always exist. People 
whose job prospects are affected either positively or negatively by interna¬ 
tional trade tend to have very strong opinions about international trade 
policy. Most people agree that free trade can encourage more intense com¬ 
petition among firms, which can be beneficial because it gives consumers 
the opportunity to obtain products where the quality is highest and the 
prices are low. Free trade should cause production to move to those coun¬ 
tries where it can be done most efficiently. Each country's government 
wants to increase its exports because a rise in exports results in a higher 
level of production and income and may create jobs. A job created in one 
country, however, may be lost in another. Therefore, any workers who 
might lose their jobs because of free trade will likely argue against free 
trade policies and call for the imposition of trade barriers. 

People also disagree on the type of strategies a government should be 
allowed to use to increase its respective country's share of the global mar¬ 
ket. They may agree that a tariff or quota on imported goods prevents free 
trade and gives local firms an unfair advantage in their own market. At the 
same time, however, they may disagree on whether governments should 
be allowed to use other more subtle trade restrictions against foreign firms 
or provide incentives that give their local firms an advantage. Consider the 
following situations that commonly occur: 

1. Firms based in one country are not subject to environmental restric¬ 
tions and therefore can produce at a lower cost than firms in other 
countries. 

2. Firms based in one country are not subject to labor laws and are able 
to produce products at a lower cost than firms in other countries by re¬ 
lying mostly on children to produce the products. 

3. Firms based in one country are allowed by their government to offer 
bribes to large customers when pursuing business deals in a particular 
industry. These firms have a competitive advantage over firms in other 
countries that are not allowed to offer bribes. 

4. Firms in one country receive tax breaks if they are in specific indus¬ 
tries. Such breaks are not necessarily subsidies, but they are still a form 
of government financial support. 

In each of these situations, firms in one country may have an advantage 
over firms in other countries. Every government uses some strategies of 
this sort that may give its local firms an advantage. 

Every meeting held to discuss international trade attracts a large num¬ 
ber of protesters. These protesters tend to have their own agendas, which 
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Decision Making 


4 

Explain how foreign 
characteristics can 
influence a firm's 
international business. 


are not always closely related to each other. International trade may not 
even be the focus of each protest, but it is often regarded as the ultimate 
cause of the problem (at least in the mind of that protester). Although the 
protesters are generally dissatisfied with existing trade policies, they do not 
agree on how trade policies should be changed. These disagreements are 
similar to those that occur between government representatives when they 
are negotiating international trade policy. 

A firm is not responsible for resolving the conflicts over international 
trade policy. Nevertheless, it should be aware that such conflicts exist. It 
should also recognize how international trade policy affects its competitive 
position in the industry and how changes in policy could affect its position 
in the future. 


Responding to Potential Trade Barriers 

R ecall that Victory Company has capitalized on the cheap labor in China by importing 
the computer chips it needs to produce its computer games. Victory Company recog¬ 
nizes that its international business with China could be subject to trade barriers in the fu¬ 
ture. The U.S. government is under pressure from various groups to impose sanctions on 
China because of accusations that it allows children to work and does not enforce safe 
working conditions for its people. Therefore, it is possible that future imports from China 
could be restricted or subject to a tariff by the U.S. government. Victory Company wants to 
make sure that it can continue operating efficiently even if its imports from China are re¬ 
stricted. Because of the high cost, it would prefer not to obtain the computer chips from 
other U.S. suppliers.Therefore, it decides to contact a computer chip manufacturer in Mex¬ 
ico and negotiates a deal that will enable it to periodically purchase some computer chips 
from this manufacturer. If imports from China are restricted in the future, Victory will in¬ 
crease its orders from the Mexican manufacturer. In this way, it has an alternative supplier 
that can provide computer chips at a lower cost than it would have to pay a U.S. supplier. 

1. Do you think Victory Company would consider solving its dilemma by negotiating a 
deal with a second computer chip manufacturer in China? 

2. Is it possible that trade barriers may be imposed on the imports from Mexico? 

ANSWERS: 1. No. If trade barriers are imposed on Victory's original supplier in China, they will likely be imposed on other sup¬ 
pliers in China. 2. The U.S. government could also impose trade barriers on imports from Mexico. However, it is unlikely that 
the government would impose new trade barriers on both China and Mexico. 


How Foreign Characteristics Influence 
International Business 


When a firm engages in international business, it must consider the fol¬ 
lowing characteristics of foreign countries: 

► Culture 

► Economic system 

► Economic conditions 

► Exchange rates 

► Political risk and regulations 
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capitalism 

an economic system that 
allows for private ownership of 
businesses 

Wal-Mart's stores in Mexico 
(like this one in Mexico City) 
have benefited from sugges¬ 
tions by local retail managers 
of a store that it acquired. 


Culture 

Because cultures vary, a firm must learn a foreign country's culture before 
engaging in business there. Poor decisions can result from an improper as¬ 
sessment of a country's tastes, habits, and customs. Many U.S. firms know 
that cultures vary and adjust their products to fit the culture. For example, 
McDonald's sells vegetable burgers instead of beef hamburgers in India. 
PepsiCo (owner of Frito Lay snack foods) sells Cheetos without cheese in 
China because Chinese consumers dislike cheese, and it has developed a 
shrimp-chip to satisfy consumers in Korea. Beer producers sell nonalco¬ 
holic beer in Saudi Arabia, where alcohol is not allowed. 

Wal-Mart is still learning from its experience in many countries. When 
it established stores in Argentina, it initially used the same store layout as 
in the United States, but it quickly learned that the local people preferred 
a different layout. In addition, it conducted meetings with suppliers in 
English, even though the primary language of the suppliers was Spanish. 
Wal-Mart's expansion into Mexico was more effective because it acquired 
a large Mexican retail firm and was able to rely on it for information about 
the local culture. 

Economic System 

A firm must recognize the type of economic system used in any country 
where it considers doing business. A country's economic system reflects 
the degree of government ownership of businesses and intervention in 
business. A U.S. firm will normally prefer countries that do not have ex¬ 
cessive government intervention. 

Although each country's government has its own unique policy on the 
ownership of businesses, most policies can be classified as capitalism, com¬ 
munism, or socialism. 

Capitalism Capitalism allows for private ownership of businesses. Entre¬ 
preneurs have the freedom to create businesses that they believe will serve 
the people's needs. The United States is perceived as a capitalist society 
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obal Busines 


Nonverbal Communications in Different Cultures 


onverbal behavior can only be interpreted within a 
specific cultural context. Here are five common nonver¬ 
bal behaviors and how they are interpreted in different coun¬ 
tries or geographic areas. Caution is always the better part of 
valor in using nonverbal behaviors outside your 
native land. 

► Withholding eye contact: 

► In the United States, it indicates shyness or 
deception. 

► In Libya, it is a compliment to a woman. 

► In Japan, it is done in deference to authority. 
Crossing legs when seated: 

► In the United States, it is done for comfort. 

► In Arab countries, it is an insult to show the soles of 
the feet. 


► Displaying the palm of the hand: 

► In the United States, it is a form of greeting, such as a 
wave or handshake. 

► In Greece, it is an insult. 

► Joining the index finger and thumb to make an O: 

► In the United States, it means "okay." 

► In Mediterranean countries, it means "zero" or "the 
pits." 

► In Japan, it means money. 

► In Tunisia, it means "I'll kill you." 

► In Latin America, it is an obscene gesture. 

► Standing close to a person while talking: 

► In the United States, it is an intrusion, and the 
speaker is viewed as pushy. 

► In Latin America and southern Europe, it is the nor¬ 
mal spatial distance for conversations. 



► 


because entrepreneurs are allowed to create businesses and compete 
against each other. In a capitalist society, entrepreneurs' desire to earn 
profits motivates them to produce products and services that satisfy cus¬ 
tomers. Competition allows efficient firms to increase their share of the 
market and forces inefficient firms out of the market. 

U.S. firms can normally enter capitalist countries without any exces¬ 
sive restrictions by the governments. Typically, though, the level of com¬ 
petition in those countries is high. 

communism Communism Communism is an economic system that involves public own- 

an economic system that involves ership of businesses. In a purely communist system, entrepreneurs are 

public ownership of businesses restricted from capitalizing on the perceived needs of the people. The gov¬ 

ernment decides what products will be produced and in what quantity. It 
may even assign jobs to people, regardless of their interests, and sets the 
wages to be paid to each worker. Wages may be somewhat similar, regard¬ 
less of individual abilities or effort. Thus, workers do not have much in¬ 
centive to excel because they will not be rewarded for abnormally high 
performance. 

In a communist society, the government serves as a central planner. 
It may decide to produce more of some type of agricultural product if it 
observes a shortage. Since the government is not concerned about earn¬ 
ing profits, it does not focus on satisfying consumers (determining what 
they want to purchase). Consequently, people are unable to obtain many 
types of products even if they can afford to buy them. In addition, most 
people do not have much money to spend because the government pays 
low wages. 
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socialism 

an economic system that contains 
some features of both capitalism 
and communism 


Countries in eastern Europe, such as Bulgaria, Poland, and Romania, 
had communist systems before 1990. During the 1990s, however, govern¬ 
ment intervention in these countries declined. Prior to the 1990s, com¬ 
munist countries restricted most U.S. firms from entering, but as they 
began to allow more private ownership of firms, they also allowed foreign 
firms to enter. 

Socialism Socialism is an economic system that contains some features of 
both capitalism and communism. For example, governments in some so- 
called socialist countries allow people to own businesses and property and 
to select their own jobs. However, these governments are highly involved 
in the provision of various services. Health-care services are run by many 
governments and are provided at a low cost. Also, the governments of so¬ 
cialist countries tend to offer high levels of benefits to unemployed people. 
Such services are indirectly paid for by the businesses and the workers who 
earn income. Socialist governments impose high tax rates on income so 
that they have sufficient funds to provide all their services. 

Socialist countries face a tradeoff when setting their tax policies, 
though. To provide a high level of services to the poor and unemployed, 
the government must impose high tax rates. Many businesses and work¬ 
ers in socialist countries, however, would argue that the tax rates are 
excessive. They claim that entrepreneurs may be discouraged from estab¬ 
lishing businesses when the government taxes most of the income to be 
earned by the business. Entrepreneurs thus have incentive to establish 
businesses in other countries where taxes are lower. But if the government 
lowers the tax rate, it may not generate enough tax revenue to provide the 
services. 

A socialist society may discourage not only the establishment of new 
businesses but also the desire to work. If the compensation provided by the 
government to unemployed workers is almost as high as the wages earned 
by employed workers, unemployed people have little incentive to look for 
work. The high tax rates typically imposed on employed people in social¬ 
ist countries also discourage people from looking for work. 

Comparison of Socialism and Capitalism In socialist countries, the government 
has more influence because it imposes higher taxes and can spend that tax 
revenue as it chooses. In capitalist countries, the government has less 
influence because it imposes lower taxes and therefore has less funds to 
spend on the people. Businesses and highly skilled workers generally pre¬ 
fer capitalist countries because there is less government interference. 

Even if a capitalist country is preferred, people may disagree on how 
much influence the government should have. For example, some people 
in the United States believe that the government should provide fewer ser¬ 
vices to the unemployed and the poor, which would allow for lower taxes. 
Other people believe that taxes should be increased so that the government 
can allocate more services to the poor. 

Many countries exhibit some combination of capitalism and socialism. 
For example, the governments of many developed countries in Europe 
(such as Sweden and Switzerland) allow firms to be privately owned but 
provide various services (such as health care) for the people. Germany's 
government provides child-care allowances, health care, and retirement 
pensions. The French government commonly intervenes when firms ex¬ 
perience financial problems. 
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privatization 

the sale of government-owned 
businesses to private investors 


European countries have recently attempted to reduce their budget 
deficits as part of a treaty supporting closer European relations. This may 
result in less government control because the governments will not be able 
to spend as much money. 

Privatization Historically, the governments of many countries in eastern 
Europe, Latin America, and the Soviet Bloc owned most businesses, but 
in recent years they have allowed for private business ownership. Many 
government-owned businesses have been sold to private investors. As a 
result of this so-called privatization, many governments are reducing their 
influence and allowing firms to compete in each industry. Privatization al¬ 
lows firms to focus on providing the products and services that people de¬ 
sire and forces the firms to be more efficient to ensure their survival. 
Thousands of businesses in the former Soviet Bloc have been privatized. 
Some U.S. firms have acquired businesses sold by the governments of the 
former Soviet republics and other countries. Privatization has provided an 
easy way for U.S. firms to acquire businesses in many foreign countries. 

Privatization in many countries, such as Brazil, Hungary, and the coun¬ 
tries of the former Soviet Bloc, is an abrupt shift from tradition. Most 
people in these countries have not had experience in owning and manag¬ 
ing a business. Even those people who managed government-owned busi¬ 
nesses are not used to competition because the government typically 
controlled each industry. Therefore, many people who want to own their 
own businesses have been given some training by business professors 
and professionals from capitalist countries such as the United States. In 
particular, the MBA Enterprise Corps, headquartered at the University of 
North Carolina, has sent thousands of business students to less-developed 
countries. 

Even the industrialized countries have initiated privatization programs 
for some businesses that were previously owned by the government. The 
telephone company in Germany has been privatized, as have numerous 
large government-owned businesses in France. 

Economic Conditions 

To predict demand for its product in a foreign country, a firm must attempt 
to forecast the economic conditions in that country. The firm's overall per¬ 
formance is dependent on the foreign country's economic growth and on 
the firm's sensitivity to conditions in that country, as explained next. 

Economic Growth Many U.S. firms have recently expanded into smaller for¬ 
eign markets because they expect that economic growth in these countries 
will be strong, resulting in a strong demand for their products. For ex¬ 
ample, Heinz has expanded its business throughout Asia. General Motors, 
Procter & Gamble, AT&T, Ford Motor Company, and Anheuser-Busch plan 
new direct foreign investment in Brazil. The Coca-Cola Company has ex¬ 
panded in China, India, and eastern Europe. 

The primary factor influencing the decision by many firms to expand 
in a particular foreign country is the country's expected economic growth, 
which affects the potential demand for their products. If firms overestimate 
the country's economic growth, they will normally overestimate the de¬ 
mand for their products in that country. Consequently, their revenue may 
not be sufficient to cover the expenses associated with the expansion. 
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Domino's Pizza, a U. S. firm, is 
one of many companies that 
have been expanding into 
smaller foreign markets. The 
expectation is that these 
targeted smaller markets 
will have strong economic 
growth and demand for their 
products will grow. 



In addition, foreign countries may experience weak economies in some 
periods, which can adversely affect firms that serve those countries. For 
example, during the Asian crisis of 1997-1998, Asian economies were 
weak, and U.S. firms with business in Asia, such as Nike and Hewlett- 
Packard, experienced a decline in the demand for their products. In 
2001-2002, worldwide economic conditions were generally weak, and 
many U.S. companies that served foreign countries were adversely af¬ 
fected. Economic conditions in the United States were also weak. Conse¬ 
quently firms with business diversified across different countries were not 
insulated from the weak economic conditions because these conditions ex¬ 
isted in most countries during this period. For example, DuPont, Nike, 3M, 
and Hewlett-Packard experienced lower-than-expected revenue because 
of weak European economies in the 2001-2002 period. To illustrate the 
impact of global economic conditions, consider the comments made by 
Dell, Inc., in a recent annual report: 

"During 2002, worldwide economic conditions negatively affected demand for 
the Company's products and resulted in declining revenue and earnings.. .. 

The Company believes that worldwide economic conditions will improve. 
However, if economic conditions continue to worsen, or if economic condi¬ 
tions do not improve as rapidly as expected, the Company's revenue and 
earnings could be negatively affected." 

Sensitivity to Foreign Economic Conditions A U.S. firm's exposure to a foreign 
country's economy is dependent on the proportion of the firm's business 
conducted in that country. To illustrate, compare the influence of Canada's 
economy on two U.S. firms (Firm X and Firm Y), as shown in Exhibit 4.4. 
Assume that Firm X typically generates 20 percent of its total revenue from 
selling its products in Canada and 80 percent of its total revenue from the 
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Exhibit 4.4 


Comparing the Influence of the Canadian Economy on Two U.5. Firms 


U.S. Firm 

Total Annual 
Revenue 

Proportion 
of Canadian 
Business 

Proportion 
of U.S. 
Business 

Annual Revenue 
from Canadian 
Business 

Annual Revenue 
from U.S. 
Business 

Firm X 

$100,000,000 

20% 

80% 

$20,000,000 

$80,000,000 

FirmY 

10,000,000 

60% 

40% 

6,000,000 

4,000,000 


United States. Firm Y typically generates 60 percent of its total revenue 
from Canada and 40 percent of its total revenue from the United States. 
A weak economy in Canada will likely have a more negative effect on 
Firm Y because it relies more on its Canadian business. 

Some U.S. firms, such as The Coca-Cola Company, Dow Chemical, and 
ExxonMobil, generate more than half of their total revenue from foreign 
countries. Nevertheless, they are not heavily influenced by any single for¬ 
eign country's economy because their international business is scattered 
across many countries. The Coca-Cola Company, for example, conducts 
business in more than 200 foreign countries. The demand for Coca-Cola's 
soft drink products may decline in some countries where the weather is 
cooler than normal, but this unfavorable effect can be offset by a higher de¬ 
mand for the company's products in other countries where the weather is 
warmer than normal. 

Exchange Rates 

Countries generally have their own currency. The United States uses dol¬ 
lars ($), the United Kingdom uses British pounds (£), Canada uses Cana¬ 
dian dollars (C$), and Japan uses Japanese yen (¥). As mentioned earlier, 
12 European countries recently adopted the euro (€) as their currency. Ex¬ 
change rates between the U.S. dollar and any currency fluctuate over time. 
Consequently, the number of dollars a U.S. firm needs to purchase foreign 
supplies may change even if the actual price charged for the supplies by 
the foreign producer does not. When the dollar weakens, foreign curren¬ 
cies strengthen; thus, U.S. firms need more dollars to purchase a given 
amount of foreign supplies. Exchange rate fluctuations can also affect the 
foreign demand for a U.S. firm's product because they affect the actual 
price paid by the foreign customers (even if the price in dollars remains 
unchanged). 

Political Risk and Regulations 

political risk 

the risk that a country's political 

actions can adversely affect 

a business 


A firm must also consider the political risk and regulatory climate of a 
country before deciding to do business there. Political risk is the risk that 
a country's political actions may adversely affect a business. Political crises 
have occurred in many countries throughout eastern Europe, Latin Amer¬ 
ica, and the Middle East. U.S. firms are subject to policies imposed by the 
governments of the foreign countries where they do business. Firms are 
also vulnerable to the possibility that political problems between two 
governments may cause consumers to react negatively against the firms 
because of their country of origin. During the war in Iraq in 2003, anti- 
American protests against the war in the Middle East and other countries 
forced some U.S.-based multinational corporations to temporarily shut 
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Small Business Survey 


Do Small Firms Conduct International Business? 

A recent survey asked 384 Entrepreneur of the Year award winners whether they 
conducted international business. About one-third of the firms had annual sales of 
less than $15 million. Results of the survey are disclosed in the following pie chart: 

Firms Whose International Sales: 


Exceed 50% of — 
total sales 
3% 


Are 21 % to 50% of 
total sales 

10 % 


Are 0% of 
total sales 
45% 



The results suggest that many successful small firms rely on international sales for a 
significant portion of their business. 


down their operations in some countries. In addition, the protests led to a 
decline in the demand for the products of some U.S.-based firms. 

As an extreme form of political risk, a foreign government may take 
over a U.S. firm's foreign subsidiary without compensating the U.S. firm in 
any way. A more common form of political risk is that the foreign govern¬ 
ment imposes higher corporate tax rates on foreign subsidiaries. Some gov¬ 
ernments impose a tax on funds sent by a subsidiary to the parent firm 
(headquarters) in the home country. They may even prevent the funds 
from being sent for a certain period of time. The exposure of multinational 
companies to political risks is clearly emphasized in a recent annual report 
of Dell, Inc.: 

"The Company's future growth rates and success are dependent on continued 
growth and success in international markets.... The success and profitabil¬ 
ity of the Company's international operations are subject to numerous risks 
and uncertainties, including local economic and labor conditions, political 
instability, unexpected changes in the regulatory environment, trade protec¬ 
tion measures, tax laws, and foreign currency exchange rates." 


Corruption Corruption is a form of political risk that can have a major im¬ 
pact on firms attempting to do business in a country. For example, a firm 
that wants to establish a business in a specific country may obtain a quick 
approval only if it provides payoffs to some government officials. Thus, 
corruption increases the cost of doing business. It may also be viewed 
as illegal. Firms may therefore be discouraged from doing business in 
those countries that have more corruption. Transparency International 
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Cross Functional Teamwork 

Managing International Business across Business Functions 


W hen a firm plans to conduct business in a foreign coun¬ 
try, it should request input from its managers across 
various departments.The production managers may assess 
a country according to the expenses associated with produc¬ 
tion and therefore may focus on the following questions: 

□ What is the cost of hiring the necessary labor? 

B What is the cost of developing a new facility? 

B What is the cost of purchasing an existing facility? 

□ Does the country have access to the necessary materi¬ 
als and technology? 

The answers to these questions are dependent on the 
specific part of the country where the firm is considering 
locating its facility. 

The marketing managers may assess a country ac¬ 
cording to the potential revenue to be earned from selling 
a product in that country and therefore may focus on the 
following questions: 

□ What is the foreign demand for the firm's product? 

B What changes need to be made in the product to satisfy 
local consumers? 

B What types of marketing strategies would be effective 
in that country? 

□ What is the cost of marketing the product in that 
country? 


The financial managers may assess a country accord¬ 
ing to the costs of financing any business conducted in 
that country and therefore may focus on the following 
questions: 

□ Is it possible to obtain a local loan in that country? 

B What is the interest rate charged on local loans? 

B Should the firm use some of its retained earnings from 
its domestic business to support any foreign business? 

□ How would the firm's earnings increase as a result of 
doing business in the foreign country? 

Because of these cross functional relationships, the 
decision to establish a business in a foreign country must 
consider input across departments.The production de¬ 
partment cannot properly estimate the production costs 
in a specific country until the marketing department de¬ 
termines whether the product must be revised to satisfy 
the local consumers. Also, the financial managers cannot 
estimate the earnings from this business until they re¬ 
ceive estimates of revenue (from the marketing depart¬ 
ment), production expenses (from the production de¬ 
partment), and marketing expenses (from the marketing 
department). 


(see http://www.transparency.org) calculates a corruption index for most 
countries. The ratings for selected countries are shown in Exhibit 4.5. 
Countries with relatively high ratings have less corruption. 

Regulatory Climate Government regulations such as environmental laws 
vary among countries. By increasing costs, these laws can affect the feasi¬ 
bility of establishing a subsidiary in a foreign country. Stringent building 
codes, restrictions on the disposal of production waste materials, and pol¬ 
lution controls are examples of regulations that may force subsidiaries to 
incur additional costs. Many European countries have recently imposed 
tougher anti-pollution laws as a result of severe pollution problems. 

Another type of regulatory problem occurs when countries do not en¬ 
force their laws. Some countries do not enforce regulations that protect 
copyrights laws. Thus, a firm that produces products such as books or mu¬ 
sic CDs may not benefit from establishing a business in these countries be¬ 
cause the product may be easily copied by local firms without any penalty 
for violating copyright laws. 
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Exhibit 4.5 

Corruption Index Ratings 
for Selected Countries 
(Maximum rating = 10. 
High ratings represent low 
corruption.) 


Country 

Index Rating 

Country 

Index Rating 

Finland 

9.7 

Chile 

7.4 

Denmark 

9.6 

France 

6.9 

New Zealand 

9.5 

Spain 

6.9 

Singapore 

9.4 

Taiwan 

5.7 

Sweden 

9.3 

Uruguay 

5.5 

Netherlands 

8.9 

Italy 

5.3 

Switzerland 

8.8 

Malaysia 

5.2 

Canada 

8.7 

Hungary 

4.8 

United Kingdom 

8.7 

Greece 

4.3 

Austria 

8.0 

Brazil 

3.9 

Hong Kong 

8.0 

Czech Republic 

3.9 

Germany 

7.7 

Mexico 

3.6 

Belgium 

7.6 

China 

3.4 

Ireland 

7.6 

India 

2.8 

United States 

7.5 

Russia 

2.7 


Source: Transparency International, 2003. 


U.S. businesses have some 
difficulty exporting to coun¬ 
tries that do not enforce laws 
against counterfeiting. In this 
picture, counterfeit DVDs of 
U.S. films are for sale at a 
shop in Shenzehn, China. 



Some countries also do not enforce bribery laws. As a result of the For¬ 
eign Corrupt Practices Act, U.S. firms are not allowed to offer bribes to gov¬ 
ernment officials or political candidates. Some U.S. firms argue that they 
are at a disadvantage because they are unable to offer bribes to government 
officials in a foreign country when some other firms can. 

Countries also differ in the penalties they may impose on businesses for 
producing defective products or discriminating against employees. The 
U.S. court system has a worldwide reputation for imposing excessive 
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penalties on businesses. In numerous cases, a person who was injured be¬ 
cause of poor judgment blamed the injury on the product and won a law¬ 
suit against a business in a U.S. court. Even if a business can prove that it 
was not at fault, defending against a lawsuit can be very expensive. Non- 
U.S. firms may be discouraged from establishing businesses in the United 
States for this reason. 

Given the major differences in regulations among countries, a firm 
must understand the rules of any country where it is considering con¬ 
ducting business. Firms should pursue only those international business 
opportunities where the potential benefits are not offset by costs associated 
with regulations. 


Decision Making Assessing Foreign Characteristics 

R ecall that Victory Company recently planned to export computer games to Canada. It 
considers the characteristics of Canada that could affect the demand for its computer 
games. First, Canadian culture in the English-speaking provinces is somewhat similar to U.S. 
culture, but the computer games would have to be translated into French for the French- 
speaking provinces. Second, the Canadian government will not impose barriers against the 
games. Third, Canadian regulations do not prohibit these types of imports. Victory Com¬ 
pany decides that it will attempt to sell its computer games to retail stores in the English- 
speaking provinces of Canada. If the games become popular in these provinces, it may 
consider creating computer games in the French language and exporting them to the 
French provinces. 

1. Explain how Canada's culture may change over time in a manner that could affect 
Victory's performance. 

2. Explain how Canada's political risk could affect Victory's performance. 

ANSWERS: 1. Canada's consumers may change their preferences over time, such that they may not want computer games. 
This would result in a reduction in the demand for Victory's computer games and therefore a reduction in Victory's perfor¬ 
mance. 2. Canada could change its treatment toward firms that are based outside Canada but sell products in Canada. 

It might impose taxes on Victory Company, which would increase the cost of selling products in Canada and would reduce 
Victory's performance. 



Explain how exchange 
rate movements can 
affect a firm's 
performance. 


How Exchange Rate Movements 
Can Affect Performance 


International trade transactions typically require the exchange of one cur¬ 
rency for another. For example, if a U.S. firm periodically purchases sup¬ 
plies from a British supplier, it will need to exchange U.S. dollars for the 
British currency (pounds) to make the purchase. This process is shown in 
Exhibit 4.6. 

Generally, the exchange rate between a given currency and the U.S. 
dollar fluctuates daily. When the exchange rate changes, U.S. firms in¬ 
volved in international trade are affected. The impact of exchange rate 
movements on a U.S. firm can be favorable or unfavorable, depending on 
the characteristics of the firm, as illustrated by the following examples. 
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Exhibit 4.6 

Example of Importing 
by a U.S. Firm 


step 1 


Step 2 



appreciates 

strengthens in value 


depreciates 

weakens in value 


Impact of a Weak Dollar on U.S. Importers 

Assume that the value of the pound (£), the British currency, at a given 
point in time is $2.00. That is, each dollar is worth one-half of a British 
pound. If a U.S. firm needs £1,000,000 to purchase supplies from a British 
supplier, it will need $2,000,000 to obtain those pounds, as shown: 

Amount of $ Needed = (Amount of £ Needed X Value of £) 

= £1,000,000 X $2.00 

= 2 , 000,000 

Now assume that the pound appreciates (or strengthens in value) 
against the dollar. This also means that the dollar weakens (is worth less) 
against the pound. For example, assume the pound is now equal to $2.02 
instead of $2.00. Now the U.$. firm needs $20,000 more to obtain the 
pounds than it needed before the pound appreciated. Thus, the cost of the 
supplies has increased for the U.$. firm as a result of the appreciation in 
the British pound (a weaker dollar). This illustrates why a weak dollar ad¬ 
versely affects U.$. firms that frequently import supplies. 

Impact of a Strong Dollar on U.S. Importers 

Now consider a situation in which the pound depreciates, or weakens in 
value against the dollar. This also means that the dollar strengthens against 
the pound. For example, assume the pound's value was $2.00 but has 
declined to $1.90 over the last month. If the U.$. firm needs to obtain 
£1,000,000, it will be able to purchase the pounds for $100,000 less than 
was needed before the pound depreciated. The firm's payment has de¬ 
clined by 5 percent because the pound's value has declined by 5 percent. 

This example shows how the depreciation of a foreign currency against 
the dollar (a stronger dollar) reduces the expenses of a U.$. firm that is pur¬ 
chasing foreign supplies. This explains why a strong dollar favorably affects 
U.$. firms that frequently import supplies. 

Actual Effects of Exchange Rate 
Movements on U.S. Importers 

To illustrate the impact of a change in a currency's value onU.S. importers, 
consider how many dollars you would pay for a pair of jeans that are sold 
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in the United Kingdom at two different points in time. Assume that the 
jeans are priced at 50 British pounds, fn January 2002, the value of a Brit¬ 
ish pound (£) was about $1.43, so you would have paid: 

Payment in Dollars = (Payment in £) X (Exchange Rate) 

= £50 X $1.42 
= $71.00 

In August 2005, the value of a British pound was about $1.76, so you 
would have paid: 

Payment in Dollars = (Payment in £) X (Exchange Rate) 

= £50 X $1.76 
= $ 88.00 

Your cost increased by $17, or by about 24 percent, because the value of 
pound increased by about 24 percent over this period. 

Now consider the impact on U.S. firms that import a large amount of 
products from the United Kingdom. If the U.K. exporter charges the same 
price in August 2005 as in January 2002, the cost to the importers would 
rise by 24 percent over this period because of the change in the exchange 
rate. The pound depreciated substantially in some periods, such as 1981- 
1984, 1991-1993, and 2001. In other periods, such as 1985-1987 and 
2002-2004, the pound appreciated. When the pound appreciated, the 
amount of dollars needed to buy British imports increased. Conversely, 
when the pound depreciated, the amount of dollars needed to buy British 
imports declined. The expenses of a U.8. importing firm are highly sensi¬ 
tive to changes in the value of the pound. 

The exchange rates of currencies of less-developed countries fluctuate 
more than those of developed countries. For example, some currencies 
have depreciated by more than 20 percent in a single month. Conse¬ 
quently, U.8. firms that do business in less-developed countries are ex¬ 
posed to wide swings in exchange rates. 

Impact of a Weak Dollar on U.S. Exporters 

Just as exchange rate movements can affect U.8. importing firms, they 
can also affect U.8. firms that export products to other countries. The effect 
of a weak dollar will be examined first, followed by the effect of a strong 
dollar. 

Consider how a U.8. firm that exports equipment to a British firm is 
affected by a weak dollar. The exporting process is shown in Exhibit 4.7. 
If the U.$. exporter wants to receive U.8. dollars for its equipment, the 
British firm must first exchange its currency (pounds) into dollars at a 
commercial bank ($tep 1 in Exhibit 4.7). Then the British firm uses these 
dollars to purchase the equipment of the U.8. exporting firm ($tep 2). 

If the dollar weakens, the British firm can obtain the dollars it needs 
with fewer pounds. Therefore, it may be willing to purchase more equip¬ 
ment from the U.$. exporting firm. The U.8. firm's revenue will rise in re¬ 
sponse to a higher demand for the equipment it produces. Therefore, its 
profits should increase as well. 

As this example shows, a weak dollar can result in higher revenue and 
profits for U.8. firms that frequently export their products. U.8. exporting 


CHAPTER 4 


ASSESSING GLOBAL CONDITIONS 137 


Exhibit 4.7 

Example of Exporting 
by a U.S. Firm 


hedge 

action taken to protect a firm 
against exchange rate movements 


forward contract 

provides that an exchange of 
currencies will occur at a specified 
exchange rate at a future point 
in time 

forward rate 

the exchange rate that a bank will 
be willing to offer at a future point 
in time 


Step 1 


Step 2 



firms tend to benefit from a weak dollar because their prices are perceived 
as inexpensive by foreign customers who must convert their currencies 
into dollars. A weak dollar favorably affects U.S. firms that export heavily 
because foreign demand for the products they export increases substan¬ 
tially when the dollar is weak. 

Impact of a Strong Dollar on U.S. Exporters 

Now consider a situation in which the value of the pound depreciates 
against the dollar. As the pound's value declines, the British firm must ex¬ 
change more British pounds to obtain the same amount of dollars as be¬ 
fore. That is, it needs more pounds to purchase equipment from the U.S. 
firm. Consequently, it may reduce its purchases from the U.S. firm and per¬ 
haps will search for a British producer of the equipment to avoid having to 
obtain dollars. 

As this example shows, a strong dollar can result in lower revenue for 
U.S. firms that frequently export their products. A strong dollar adversely 
affects U.S. exporting firms because the prices of their exports appear ex¬ 
pensive to foreign customers who must convert their currencies into dol¬ 
lars. When the dollar strengthens, U.S. exporting firms such as Procter & 
Gamble and Boeing are adversely affected. 

Hedging against Exchange Rate Movements 

U.S. firms commonly attempt to hedge, or protect against exchange rate 
movements. They can hedge most effectively when they know how much 
of a specific foreign currency they will need or will receive on a specific 
date in the future. 

Hedging Future Payments in Foreign Currencies Consider a firm that plans to pur¬ 
chase British supplies and will need £1,000,000 in 90 days to pay for those 
supplies. It can call a large commercial bank that exchanges foreign cur¬ 
rencies and request a so-called forward contract, which provides that an 
exchange of currencies will occur for a specified exchange rate at a future 
point in time. In this case, the forward contract will specify an exchange of 
dollars for £1,000,000 in 90 days. In other words, the firm wants to pur¬ 
chase pounds 90 days forward. 

The bank will quote the forward rate, or the exchange rate that the 
bank will be willing to offer at a future point in time. The forward rate is 

































138 


PART I 


BUSINESS ENVIRONMENT 


spot exchange rate 

the exchange rate quoted for 
immediate transactions 


Small Business Survey 


Concern about Exchange Rate Movements 

In a recent National Small Business poll conducted for the NFIB Research Founda¬ 
tion, small businesses that conduct international business were asked whether ex¬ 
change rate movements limit their willingness to pursue international business. 
Their responses are shown below: 


Do not limit 
57% 


Other 

5 % Severely 

— limit 
16 % 



Somewhat 
- limit 
22 % 


normally close to the spot exchange rate, which is the exchange rate 
quoted for immediate transactions. Assume that the bank quotes a 90-day 
forward rate of $ 1.80 for the British pound. If the firm agrees to this quote, 
it has agreed to a forward contract. It will lock in the purchase of £ f ,000,000 
in 90 days for $1.80 per pound, or $1,800,000 for the £1,000,000. Once the 
firm hedges its position, it has locked in the rate at which it will exchange 
currencies on that future date, regardless of the actual spot exchange rate 
that occurs on that date. In this way, the U.$. firm hedges against the possi¬ 
bility that the pound will appreciate over that period. 

Hedging Future Receivables in Foreign Currencies U.$. firms can also hedge when 
they expect to receive a foreign currency in the future. For example, con¬ 
sider a U.$. firm that knows it will receive £1,000,000 in 90 days. It can call 
a commercial bank and negotiate a forward contract in which it will pro¬ 
vide the £1,000,000 to the bank in exchange for dollars. Assuming that the 
90-day forward rate is $ 1.80 (as in the previous example), the firm will re¬ 
ceive $1,800,000 in 90 days (computed as $1.80 X £1,000,000). By using 
a forward contract, this firm locks in the rate at which it can exchange its 
pounds for dollars, regardless of the spot exchange rate that occurs on that 
date. In this way, the U.$. firm hedges against the possibility that the pound 
will depreciate over the period of concern. 

Limitations of Hedging A major limitation of hedging is that it prevents fa¬ 
vorable exchange rate effects as well as unfavorable effects. For example, 
reconsider the initial example in which the firni locks in the purchase of 
pounds 90 days ahead at a forward rate of $1.80. If the actual spot ex¬ 
change rate in 90 days is $1.70, the firm would have been better off with¬ 
out the hedge. Nevertheless, it is obligated to fulfill its forward contract by 
exchanging dollars for pounds at the forward exchange rate of $1.80. This 
example illustrates why many U.$. firms hedge only when they expect 
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that their future international business transactions will be adversely af¬ 
fected by exchange rate movements. 

How Exchange Rates Affect Foreign Competition 

Many U.S. brms compete with foreign firms in the U.S. market. Exhibit 4.8 
shows a common situation in the United States. RCA is a U.S. firm that sells 
televisions in the U.S. market. It competes with many foreign competitors 
that export televisions to the United States. Retail stores purchase televi¬ 
sions from RCA as well as other firms. 

Assume that the stores mark up the price of each television by 20 per¬ 
cent. When these stores purchase Japanese televisions, they convert dol¬ 
lars to Japanese yen (the Japanese currency). If the value of the yen 
depreciates against the dollar, the store needs fewer dollars to purchase the 
Japanese televisions. If it applies the same markup, it can reduce its price 
on the Japanese televisions. Therefore, increased foreign competition (due 
to depreciation of one or more foreign currencies) may cause RCA to lose 
some U.S. business. 

If the foreign currency appreciates against the dollar, the foreign com¬ 
petitors may be unable to compete in the United States because the prices 
of imported products will rise. Using our example, if the Japanese yen ap¬ 
preciates, the retail store will need more dollars to purchase the Japanese 
televisions. When applying its markup, it will need to increase its price on 
the Japanese televisions. Therefore, U.S. firms such as RCA may gain more 
U.S. business. 


Exhibit 4.8 

How Exchange Rates 
Affect the Degree of Foreign 
Competition 
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Decision Making 


College Health 



The Decision to Hedge Exchange Rate Risk 

V ictory Company has decided to sell its computer games to retail stores in Canada. It will 
bill the stores upon delivery and give them 30 days to pay the bill. It will accept pay¬ 
ment in Canadian dollars and then convert the proceeds into U.S. dollars. If Victory delivers 
a large order, it may become concerned that the value of the Canadian dollar will depreci¬ 
ate against the U.S. dollar by the time it converts the Canadian dollars into U.S. dollars. 
Therefore, it plans to obtain a 30-day forward contract so that it can lock in the amount 
of U.S. dollars it will receive from the order. 

1. If the Canadian dollar depreciates during the 30-day period after the order is delivered, 
will Victory Company benefit from its forward hedge? Explain. 

2. If the Canadian dollar appreciates during the 30-day period after the order is delivered, 
will Victory benefit from its forward hedge? Explain. 

ANSWERS: 1. Yes. Victory Company would receive more U.S. dollars from converting the Canadian dollar payment at the for¬ 
ward rate it established earlier than if it converted the Canadian dollar payment at the prevailing spot rate. 2. No. Victory 
Company would receive less U.S. dollars from converting the Canadian dollar payment at the forward rate it established 
earlier than if it converted the Canadian dollar payment at the prevailing spot rate. 


Club: CHC’s Exposure to 
Global Conditions 

College Health Club (CHC) sells its services locally, and its competitors are local. Therefore, 
global conditions do not have a direct effect on its business. However, Sue Kramer, the 
president of CHC, plans to purchase vitamin supplements from Mexico and sell them at 
the club. The price she is charged is 100 Mexican pesos per jar. She plans to order just one 
case containing 200 jars initially and will order more after these jars are sold. The present 
exchange rate of the peso is $.08, but Sue wants to know how a change in the exchange 
rate will affect the price that she will pay in dollars. Her calculations of the potential ex¬ 
change rate effects are shown in the following table. 



If the Exchange 
Rate Is $.08 

If the Exchange 
Rate Is $.09 

(1) Number of jars ordered 

200 

200 

(2) Purchase price per jar in Mexican pesos 

100 pesos 

100 pesos 

(3) Exchange rate 

$.08 

$.09 

(4) Purchase price per jar in dollars 

$8.00 

$9.00 

(5) Total purchase price = (1) X (4) 

$1,600.00 

$1,800.00 


A case of vitamin supplements will cost $200 more if the value of the peso increases by 
$.01 by the time the bill is paid. Sue plans to sell the jars to CHC's members for $12 per jar. 
Therefore, CHC's profit from selling these jars will be reduced if the value of the peso 
increases. 
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Summary 


E9 The main reasons U.S. firms 
engage in international business 
are to 

► attract foreign demand, 

► capitalize on technology, 

► use inexpensive resources, or 

► diversify internationally. 

The first two reasons reflect higher 
revenue, while the third reason 
reflects lower expenses. The fourth 
reason reflects less risk by reducing 
exposure to a single economy. 

El The primary ways in which 
firms conduct international busi¬ 
ness are: 

► importing, 

► exporting, 

► direct foreign investment, 

► outsourcing, and 

► strategic alliances. 

Many U.S. firms have used all of 
these strategies. 

Even though barriers to inter¬ 
national business have been reduced 
over time, some barriers to interna¬ 
tional business still exist. Some gov¬ 


ernments continue to impose barri¬ 
ers in order to protect their local 
firms or to punish countries for their 
actions. Barriers can either prevent 
firms from entering foreign markets 
or make it more expensive for them 
to do so. The status of barriers can 
change over time. Firms need to rec¬ 
ognize the existing barriers so that 
they can decide whether entering a 
specific foreign market is worth¬ 
while. 

When firms sell their products 
in international markets, they assess 
the cultures, economic systems and 
conditions, exchange rate risk, and 
political risk and regulations in those 
markets. A country's economic con¬ 
ditions affect the demand by its citi¬ 
zens for the firm's product. The 
larger the proportion of the firm's 
total sales generated in a specific for¬ 
eign country, the more sensitive is 
the firm's revenue to that country's 
economic conditions. 

^3 Exchange rate movements can 
affect U.S. firms in various ways, de¬ 
pending on their characteristics. U.S. 
importers benefit from a strong dol¬ 
lar. U.S. exporters benefit from a 
weak dollar but are adversely af¬ 


fected by a strong dollar. U.S. firms 
competing with foreign firms that 
export to the U.S. market are ad¬ 
versely affected by a strong dollar, 
because the products exported by 
foreign firms appear inexpensive to 
U.S. consumers when the dollar is 
strong. 

How the Chapter Concepts 
Affect Business 
Performance 

A firm's decisions regarding the 
international business concepts 
summarized above affect its perfor¬ 
mance. Its decision regarding the 
countries where its products are 
produced affects its cost of produc¬ 
tion. Its decision regarding where its 
products are sold affects its revenue. 
Economic conditions in foreign 
countries influence the demand for 
the firm's products and its cost of 
producing the products. The strategy 
(such as exporting, direct foreign in¬ 
vestment, etc.) a firm uses in an at¬ 
tempt to capitalize on international 
business opportunities can affect its 
cost of production and the demand 
for its products. The firm's decision 
to hedge its exposure to exchange 
rate movements affects the amount 
of revenue it receives from its inter¬ 
national business. 
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Key Terms 

appreciates 135 

exporting 116 

political risk 130 

balance of trade 117 

forward contract 137 

privatization 128 

capitalism 125 

forward rate 137 

quota 116 

communism 126 
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socialism 127 
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importing 115 
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direct foreign investment 
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strategic alliance 120 
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agreement 120 

tariff 116 

dumping 122 

joint venture 120 

trade deficit 117 

Review & Critical Thinking Questions 

1. Explain why a business may 

5. Distinguish exporting from im¬ 

9. Identify and briefly describe the 

want to sell its product or service 

porting. Can a business such as 

foreign characteristics that can 

in a foreign country. 

DuPont be involved in both ex¬ 

influence international business 

2. Why might foreign competitors 

porting and importing? How? 

investments. 

have an advantage over U.S. 

6. What is direct foreign invest¬ 

10. Explain the differences between 

firms in some cases? 

ment (DFI)? Why should a com¬ 

capitalism, communism, and 

3. In which areas of the world have 

pany be particularly careful 

socialism. 

changes in economic and politi¬ 

when engaging in DFI? 

11. Why must a firm assess eco¬ 

cal conditions created opportuni¬ 

7. Identify and explain the various 

nomic conditions before entering 

ties for U.S. firms to more easily 

types of international alliances 

a foreign market? What deter¬ 

pursue international business? 

between U.S. firms and foreign 

mines a U.S. firm's exposure to a 

Provide specific examples. 

firms. 

foreign country's economy? 

4. What are tariffs and quotas? 

8. Explain the difference between a 

12. Explain why many U.S. firms 

Explain how tariffs and quotas 

direct foreign investment and a 

may increase their foreign acqui¬ 

affect the price of imports. 

strategic alliance undertaken by 

sitions in response to exchange 


an international business. 

rate movements. 

Discussion Questions 


1. Discuss the advantages and dis¬ 
advantages of foreign ownership 
in the United States. Are there 
any types of businesses that 
should not be sold to a foreign 
investor? 

2. Assume you are a business en¬ 
trepreneur. Do you support free 
trade among nations, or do you 
believe that there should be 
tariffs and quotas on imported 
goods? How would each position 
affect the U.S. economy? 

3. How could a firm use the Inter¬ 
net to attract foreign demand? 


How could a firm use the Inter¬ 
net to access the current level of 
exchange rates? 

4. How could a U.S. firm use the 
Internet to facilitate exporting? 

5. Do you think Americans should 
buy U.S.-produced goods and 
services or foreign goods and 
services? Does either practice 
affect the U.S. balance of trade? 
Comment. 

6. Discuss the implications of a 
stronger dollar in relation to 
other foreign currencies for 

(1) an exporter and (2) someone 


who is planning to travel to a 
foreign country. Are there differ¬ 
ences between the two parties? 

7. Discuss the potential problems 
that would arise from export¬ 
ing CDs and books to countries 
with high political risk. What 
might happen to sales in these 
countries? 

8. What kinds of cross-cultural dif¬ 
ferences in business practices be¬ 
tween countries could lead to 
mistakes in business practices? 
Which foreign entry mode would 
lead to the fewest mistakes? 
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9. What kinds of barriers around 
the world inhibit the expansion 
of U.S. firms into foreign mar¬ 
kets? What impacts do these bar¬ 
riers have on local customers? 


10. Do you support trade boycotts 
against countries with poor hu¬ 
man rights records? Why or why 
not? If a trade boycott prevents 
cheap imports from entering the 


United States, what will be the 
impact on the local economy 
and on consumers? 


It’s Your Decision: Global Exposure at CHC 



1. CHC may purchase exercise machines that are produced in Chile. How will the cost of 
the machines be affected by the value of the Chilean peso? 

2. Why is CHC's business performance somewhat insulated from global conditions? 


Investing in a Business 


Using the annual report of the firm in which you would 
like to invest, complete the following: 

Describe the means (if any) by which the firm en¬ 
gages in global business. Does it export? Does it 
import? Does the firm have foreign subsidiaries 
overseas? Joint ventures? 

In what foreign countries does the firm do business? 
Is the firm seeking to expand into new foreign mar¬ 
kets? How does its overseas sales growth compare 
with its domestic sales growth? 

Does the firm's annual report specifically mention 
foreign firms as a source of competition? 

Was the firm's performance affected by exchange 
rate movements last year? If so, how? 


Explain how the business uses technology to assess 
the global environment in which it operates. For ex¬ 
ample, does it use certain websites to determine its 
exchange rate risk? Does it use the Internet to deter¬ 
mine its global competition? 

Q Go to http://hoovers.com and locate the NEWS 
SEARCH. Type in the name of the firm in the space 
provided, and review the recent news stories about 
the firm. Summarize any (at least one) recent news 
story about the firm that applies to one or more of 
the key concepts in this chapter. 


Case: Global Expansion by Linton Records 


Linton Records is a U.S. producer of recordings of soul 
music, which are sold in the United States and exported 
to Europe. A year ago, the company entered into a 
joint venture with a distributor in London to retail its 
records. It is planning to import British rock into the 
United States, as it has just entered into a strategic al¬ 
liance with this distributorship. Sales are expected 
to increase 20 percent a year over first-year sales of 
£12.5 million. Linton receives payment for its exports 
in British pounds. The dollar has been weakening 
against the British pound. 

Linton Records has learned that its product line will 
be subject to a tariff on goods imported into Europe. 

The tariff is related to the European Union, the common 


market alliance that includes many European countries. 
The company has expressed concern because it believes 
that political intervention disrupts the free flow of trade 
as it exists in the United States. 

Management is developing a strategic alliance with 
a French manufacturer to produce compact discs for the 
entire operation. The company expects to cut produc¬ 
tion costs by 25 percent because of the French firm's ad¬ 
vanced technology. In this strategic alliance, the French 
manufacturer will buy all its raw materials from a com¬ 
pany in Bonn, Germany. In addition to the distributor¬ 
ship in London, Linton Records plans to open new 
markets in six different countries in western Europe 
in the future. 







144 PART I 


BUSINESS ENVIRONMENT 


Questions 

Q Discuss the primary reasons why Linton Records 
may benefit from its international business. 


Q How will Linton Records be affected if the dollar 
weakens further? 

Q Should music imported by U.S. firms from England 
be subjected to a tariff? 


Video Case: Global Business at Lonely Planet 


Lonely Planet provides resource guidebooks covering 
230 countries, as well as an online forum where travel¬ 
ers can post their traveling experiences. People with a 
passion for travel are the target market for the guide¬ 
books. Lonely Planet's goal is to produce books that 
show readers the "whole picture," including that the 
world is multidimensional and not all happy. Because 
Lonely Planet has offices in many different countries, it 
has to develop an Internet marketing strategy that is 
customized for each country. 

Lonely Planet manager Howard Riley says that 
branding, or having a distinction that resonates with the 
target market, is extremely important and is a way for 
the company to talk to the customer. For example, the 
book on China is available in Chinese as well as English. 
Riley maintains that the best way to handle global mar¬ 
keting is to allow travelers to see the same image of 
Lonely Planet no matter where they are in the world. 
Though he says that the term global no longer exists, he 
argues that there is a layer of "globalness" with an audi¬ 
ence that shares a passion for travel. Hence, the objec¬ 
tive of the marketing campaign is to "present the world" 


to readers around the world through the guidebooks. 
Riley observes that working for a global company makes 
you reassess all the assumptions about management 
you have formed in your home country. He says that 
managers have to be brave and take risks with market¬ 
ing and that firms have to have a clear global message. 

Questions 

H How does Lonely Planet differentiate 

its brand from its competitors in global markets? 

Q How can Lonely Planet use technology to advance 
its brand image around the world? 

Q Why is branding critical for a firm like Lonely 
Planet? 

Q What kinds of management challenges does Howard 
Riley face as a global manager? 

Q How does being the manager of a global business 
differ from being a manager of a domestic business 
in terms of establishing a brand image? 


Internet Applications 


1. http://www.countryreports.org 

In the drop-down screen, choose a country. What kinds 
of data are available? What can you learn about culture, 
economic conditions, and other characteristics that 
would help you do business in that country? 

2. http://www.trading-safely.com 

Look at the countries listed for which analysis is pro¬ 
vided. What is the risk of Burundi? What is the risk of 


Finland? In which countries is the risk so high that you 
would be reluctant to do business there? 

3. http://www.cia.gov/cia/publications/factbook 

Look at the information provided by the U.S. Central In¬ 
telligence Agency. Select a country. How does the infor¬ 
mation provided help you make business decisions 
about that country? 






CHAPTER 4 


ASSESSING GLOBAL CONDITIONS 145 


Dell's Secret to Success 


DVLL 


Go to http://www.reportgallery.com and review Dell's 
most recent annual report. Also, go to Dell's website 
(http://www.dell.com) and in the section "about Dell/' 
review the background material about Dell that relates 
to this chapter. 

Questions 

Q Describe Dell's growth in international markets. 
Does it appear that Dell's international business is 
growing? 


| Dell's website explains that it established a manu¬ 
facturing facility in Ireland in 1990 (just six years 
after the company was created) in order to serve 
Europe and Africa. What do you think motivated 
Dell to enter these new markets? 

Q Dell's website explains that in 1996 it established 
a manufacturing facility in Malaysia to serve the 
Asia-Pacific region. Why do you think it decided 
not to use its Ireland facility to serve the Asia- 
Pacific region? 
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True or False 

1. An important reason U.S. firms establish new busi¬ 
nesses in less-developed countries is to capitalize 
on technological advantages. 

2. The best way for a firm to stabilize its profits over 
time is to focus its efforts on producing and selling 
one specific product in one specific country. 

3. Land and labor costs can vary significantly among 
countries. 

4. U.S. firms that provide services are more likely to 
face strong foreign competition than firms that pro¬ 
duce manufactured goods. 

5. A tax placed on imported goods is called a tariff. 

6. Competition among firms is usually more intense 
in communist economies than it is in capitalist 
economies. 

7. A key advantage of socialist economies is the em¬ 
phasis on keeping tax rates as low as possible. 

8. A firm's performance in a foreign country is depen¬ 
dent on that country's economic growth. 

9. If firms overestimate the economic growth in a par¬ 
ticular country, they will normally overestimate the 
demand for their products in that country. 

10. The values of most currencies are not allowed to 
change relative to the dollar. 

Multiple Choice 

11. A country that has relatively low technology is 
termed a(n): 

a) least-favored nation. 

b) post-communist country. 

c) pre-industrial nation. 

d) backward nation. 

e) developing country. 


12. All of the following are important reasons why U.S. 

firms engage in international business except to: 

a) attract foreign demand. 

b) capitalize on technology. 

c) take advantage of lower taxes in socialist 
economies. 

d) use inexpensive labor and natural resources 
available in less-developed countries. 

e) diversify internationally. 

13. A major reason U.S. firms want to achieve interna¬ 
tional diversification is that it: 

a) exposes them to cultural diversity. 

b) enables them to take big tax write-offs. 

c) helps them stabilize profits, thus reducing 
their risk. 

d) allows them to acquire more advanced 
technology. 

e) allows them to offer stock to foreign investors, 
thus increasing their financial base. 

14. With the implementation of NAFTA in 1993: 

a) most trade restrictions between the United 
States, Canada, and Mexico were removed. 

b) European nations began using a common 
currency. 

c) U.S. firms were encouraged to invest in the less- 
developed nations of Asia, Central America, and 
Africa. 

d) the World Bank was given the authority to set in¬ 
terest rates on international business loans. 

e) countries were no longer allowed to have trade 
deficits continue for more than three years. 

15. A number of European nations recently agreed to 

share a common currency known as the: 

a) gifspen. 

b) francmarc. 

c) European pound. 

d) euro. 

e) NAFTA. 
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16. The purchase of foreign supplies by IBM is an 
example of: 

a) direct foreign investment. 

b) exporting. 

c) importing. 

d) international licensing. 

e) a joint venture. 

17. The U.S. government just imposed a numerical limit 
on the amount of widgets that may be imported, 
which is called a: 

a) quota. 

b) tariff. 

c) call rate. 

d) exchange factor. 

e) limit order. 

18. A negative balance of trade is referred to as a: 

a) trade deficit. 

b) trade surplus. 

c) favorable balance of payments. 

d) direct investment. 

e) hedge. 

19. The sale of film produced by Kodak in the United 
States to Chinese firms is an example of: 

a) direct foreign investment. 

b) exporting. 

c) importing. 

d) international licensing. 

e) a joint venture. 

20. When a firm in one country acquires or builds a sub¬ 
sidiary in another country, it is engaging in: 

a) arbitrage. 

b) a joint venture. 

c) foreign aid. 

d) a forward contract. 

e) direct foreign investment. 


21. A(n)_is a strategic alliance in which a firm 

allows a foreign company to produce its products 
according to specific instructions. 

a) international cartel 

b) international licensing agreement 

c) joint venture 

d) international limited partnership 

e) limited liability contract 

22. Under_the government owns most busi¬ 

nesses and decides what products to produce and 
in what quantity. 

a) socialism 

b) capitalism 

c) communism 

d) dualism 

e) pluralism 

23. In a_economy, businesses are privately 

owned and profit-seeking entrepreneurs are free to 
start businesses they believe will serve the people's 
needs. 

a) capitalist 

b) communist 

c) feudalist 

d) mercantilist 

e) pluralist 

24. _is an economic system that allows some pri¬ 

vate ownership of businesses and property but also 
has an active government sector and high tax rates 
to support the government's programs. 

a) Socialism 

b) Capitalism 

c) Feudalism 

d) Mercantilism 

e) Dualism 
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25. In recent years, governments of many nations have 
sold government-owned and -operated businesses 
to private investors.This process is known as: 

a) public disinvestment. 

b) privatization. 

c) repatriation. 

d) democratization. 

e) public capitalization. 

26. The political and regulatory risks to a U.S. firm oper¬ 
ating in a foreign country include all of the follow¬ 
ing, except: 

a) inflation of the currency. 

b) higher tax rates for foreign subsidiaries. 

c) taking over U.S. companies without 
compensation. 

d) strict pollution controls. 

e) eviction from property. 

27. The dollar weakens against the British pound if the 
value of the pound: 

a) depreciates. 

b) sells off. 

c) softens. 

d) appreciates. 

e) declines. 

28. If the dollar depreciates relative to the Japanese 
yen: 

a) Japanese goods will seem cheaper to American 
importers. 

b) gold will flow from the United States to Japan. 

c) American goods will seem less expensive to Jap¬ 
anese consumers. 

d) the dollar must appreciate relative to some other 
Asian currency. 

e) the U.S. government will have to intervene to 
increase the value of the dollar. 


29. One disadvantage of hedging is that it: 

a) is illegal in many foreign countries. 

b) requires businesses to pay additional taxes on 
their earnings. 

c) is considered unethical behavior by some 
investors. 

d) prevents not only unfavorable, but also favor¬ 
able, changes in exchange rates. 

e) greatly increases the risk of doing business in 
foreign countries. 

30. A_states an exchange of currencies that will 

occur at a specified exchange rate at some future 
point in time. 

a) reserve clause 

b) forward contract 

c) limit order 

d) market order 

e) fixed time exchange contract 

31. When businesses take action to lock in a specific ex¬ 
change rate for a future international transaction in 
order to reduce risk, their strategy is referred to as: 

a) rate fixing. 

b) trading on reserve. 

c) selling short. 

d) hedging. 

e) trading on margin. 

32. If you plan to convert dollars to obtain Japanese 
yen today, you would pay the: 

a) spot rate. 

b) open market rate. 

c) discount rate. 

d) hedge rate. 

e) forward rate. 
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Developing a Business Plan for Campus.com 

Following is a business idea called Campus.com that has been created for you. It is 
your job to develop a plan for the business during the school term, applying many 
of the key concepts discussed in each chapter. At the end of each part, questions will 
guide your development of the business. By the end of the school term, you will have 
developed a complete business plan for Campus.com. This exercise will not only en¬ 
hance your understanding of business concepts but will also demonstrate how the 
concepts are integrated; it can also enhance your teamwork and communication skills. 

Your instructor will tell you whether you will be developing the business plan 
by yourself or as part of a team. There is no single perfect method for developing the 
business, so your (or your team's) business plan may vary from the plans created 
by other students (or student teams). Flowever you develop the business plan, your 
method should be based on logical business concepts discussed in the chapters. 

As you (or your team) answer the questions at the end of each part, you can in¬ 
sert your answers in the Business Plan booklet or on the Business Plan CD-ROM that 
are supplied with the text. Once you (or your team) complete the questions at the 
end of each part, you will have completed the business plan for Campus.com and will 
be ready to implement your plan. 

Business Idea (related to Chapter 1) 

Campus.com will provide an information service for high school students who are as¬ 
sessing different colleges to which they may apply. It will provide information on the 
lifestyles at any college that they select. High school students might find this service 
useful for several reasons. First, many books compare academic requirements at col¬ 
leges but provide very limited information on student lifestyles. Second, some high 
school students do not rely on the lifestyle information in these books because they 
question whether the authors really understand students. Third, students do not nec¬ 
essarily want to purchase an entire volume on all colleges across the country just to 
obtain information on the few colleges to which they may apply. Fourth, students 
recognize that the material in these books can become outdated. 

For these reasons, the business of Campus.com can satisfy high school students. 
The business does not require any physical facilities initially. It requires a website that 
provides information to high school students who wish to purchase the information. 
The website will show an index of all colleges. Customers will click on those colleges 
for which they want information. They must submit a credit card number and will be 
charged $ 1 for each college that they select. They will receive immediate information 
on their computer about the campus lifestyles of each college selected. 

The main expenses for Campus.com are the creation of the website and gathering 
information about every college campus from reliable sources. Initially, this informa¬ 
tion will be gathered by ordering back issues of campus newspapers for the last year 
and then summarizing the campus activities for each college. In addition, the plan is 
to send a brief survey to about 30 students at each school (offering $20 to each re¬ 
spondent who fills out the survey), asking them to answer general questions about 
the activities and to rate the campus in terms of its sports activities, entertainment on 
campus, and nightlife. You hope to receive responses from at least 20 students before 
you summarize the information for each college. The information will be updated 
every three months by paying some of the same students who completed the first sur¬ 
vey to fill out an updated survey. Thus, the information that you provide to customers 
is frequently updated, which is an advantage over any books they could buy in stores. 
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Main Sources of Revenue and Expenses 

The success of this business is highly dependent on your revenue and expenses. What 
will be the main source of your revenue? What will be the main source of your ex¬ 
penses? Should you pay yourself a salary, or will you reinvest any earnings in the 
firm? Summarize your comments in your business plan for Campus.com. 

Responsibility to Customers, Employees, and Owners 
(related to Chapter 2) 

Describe the how the business will fulfull its responsibilities to its customers, its em¬ 
ployees, and its owners. 

Exposure to Economic Conditions (related to Chapter 3) 

In your business plan for Campus.com, explain whether and how the firm's perfor¬ 
mance may be affected if economic conditions change. For example, would the de¬ 
mand for Campus.corn's services be affected if economic conditions deteriorate? Why? 

Global Conditions (related to Chapter 4) 

Describe in the business plan how Campus.com could expand outside the United 
States. In this part of the plan, identify the logical choice of a foreign country that 
Campus.com could target. 

Communication and Teamwork 

Your instructor may ask you (or your team) to hand in and/or present the sections of 
your business plan that relate to this part of the text. As you build the plan at the end of 
each part of the text, you can continue to use the Business Plan booklet or CD-ROM. 


Integrative Video Case: Establishing a Business 

and Its Corporate Responsibility 



Founded by Robert Redford with money obtained from his salary for the movie Butch 
Cassidy and the Sundance Kid and other investors, Sundance Catalog became a mail¬ 
order business before mail-order businesses gained popularity. Larry Rosenthal, the 
CEO of Sundance Catalog, which is based in Utah, initially helped to write the busi¬ 
ness plan and obtain funding for the company. Sundance Catalog is associated with 
name recognition; Robert Redford is associated with environmental support and sup¬ 
port of the arts. Sundance Catalog stands for environmental responsibility, support of 
the arts, creativity, and responsible business. 

Questions 

Q How can Sundance's corporate responsibility affect its profitability? 

J Explain how Sundance's form of corporate responsibility might change if it be¬ 
came a large corporation and spread its business throughout the United States. 

Q How can Sundance's corporate responsibility affect its financing? 
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The Stock Market Game 



Determine how the stock you selected is performing. 

Check Your Performance 

] What is the value of your stock investment today? 

Q What is your return on your investment? 

Q How does your return compare to those of other students? (This comparison tells 
you whether your stock's performance is relatively high or low.) 

Explaining Your Stock Performance 

Stock prices are frequently influenced by the economic environment, including eco¬ 
nomic, industry, and global conditions. Review the latest news about your stock. 

[| Determine whether your stock's price was affected (since you purchased it) as a 
result of the business environment (the main topic in this part of the text). 

Q Identify the specific changes in the business environment (interest rate move¬ 
ments, industry competition, etc.) that may have caused the stock price to change. 

Q Did your stock's price increase or decrease in response to changes in the business 
environment? 


Running Your Own Business 



The following exercise allows you to apply the key concepts covered in each chapter 
to a business that you would like to create for yourself. Applying these concepts to a 
business in which you are interested enables you to recognize how these concepts are 
used in the business world. Since this part focused on the business environment, you 
will be asked specific questions about the business environment that affects your busi¬ 
ness. Chapter 1 focused on the creation of a business idea, so the first questions will 
ask you to create your own business idea. Give this some serious thought because you 
will be developing specific details about your business idea at the end of each part. In 
Chapter 1, you learned how a college student developed a health club business. One 
could develop numerous types of small businesses without necessarily being a busi¬ 
ness expert. If you do not have any ideas initially, consider the types of businesses that 
are in a shopping mall. Or consider the firms that produce and sell products to those 
businesses. You might look through the Yellow Pages to find other types of small 
businesses. 

The "Running Your Own Business" exercise at the end of each part will apply the 
key concepts in the chapters in that part to the business that you create. You can 
record good business ideas in the Business Plan booklet or on the Business Plan CD- 
ROM that are supplied with the text. By developing a business idea, you may actually 
implement it someday. Alternatively, you may realize from developing your idea why 
such a business could fail, which may lead you to alternative business ideas. 

When developing your business idea, try to create a business that will require you 
to hire at least a few employees in the future. By doing this, you will find it easier to 
apply the concepts related to managing employees in later chapters. 

Q Describe in general terms the type of business that you would like to create. 

Q Explain in general terms how your business would offer some advantage over 

competing firms. 
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Q Describe the risk of your business. That is, explain what conditions could result in 
lower revenue or higher expenses than you expect. 

Q Describe the ethical dilemmas (if any) that you might face in your business. How 
do you plan to handle these situations? 

Q What types of social responsibilities would your business have toward your em¬ 
ployees, customers, or community? What, if any, special policies would you estab¬ 
lish to take better care of your employees, customers, or community? 

Q Explain how your business would use the Internet to provide relevant informa¬ 
tion to its customers, employees, and shareholders. Would it use the Internet to 
fulfill some of its social responsibilities? How? 

] How would the performance of your business be affected by economic conditions 
in the local area? How would it be affected by economic conditions across the 
United States? How would your company be affected by global economic events? 

Q How would the performance of your business be affected by an increase in inter¬ 
est rates? 

J Explain whether your business would benefit from importing any supplies from 
foreign countries. 

Will your business attempt to export any products to foreign countries? Identify 
which countries could be targeted. Will your business compete against foreign 
competitors? 

Q Explain how the performance of your business would be affected in any way by 
exchange rate movements. 


Your Career in Business! Pursuing a Major and a Career 

in Economics 



If you are very interested in the topics covered in this section, you may want to con¬ 
sider a major in economics. Some of the more common courses taken by economics 

majors are summarized here. 

Common Courses for Economics Majors 

► Principles of Macroeconomics Focuses on the economy as a whole, inflation, and the 
impact of government policies on economic conditions. 

► Principles of Microeconomics Focuses on how firms set prices and determine how 
much to produce. 

► Intermediate Macroeconomics Analyzes the tradeoffs resulting from government 
policies. 

► Intermediate Microeconomics Focuses on profits, wages, and the market structure. 

► International Economics Focuses on the comparison of different economies, interna¬ 
tional trade and capital flows, and the development of emerging economies. 

► Labor Economics Focuses on the relationships between firms and their employees, 
including the role of labor unions. 

► Mathematical Economics Explains how mathematics can be used to solve economics 
problems. 

► Econometrics Applies statistical models to assess economic relationships. 

► Urban Economics Emphasizes economic development and the environment within 
urban areas. 
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► Managerial Economics Examines how economic theories can be used in making 
managerial decisions related to production and pricing. 

► Money and Banking Focuses on money, the banking system, and credit, as well as 
the impact of monetary policy on economic conditions. 

► Industrial Economics Focuses on economic concepts related to industry, including 
pricing, competition, and market share. 

Careers in Economics 

The following websites provide information about common job positions, salaries, and 
careers for students who major in economics: 

► Job position websites: 

http://jobsearch.monster.com Information on jobs in Finance, 

Economics, Government, or Policy. 

http://careers.yahoo.com Information on jobs in Banking, 

Mortgage Loans, or Government. 

http://collegejournal.com/salarydata Information on jobs in Banking or 

Financial Services. 

Some of the job positions described in these websites may require work experience or 
a graduate degree. 
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art II explains the general 
functions involved in or¬ 
ganizing a business. Chap¬ 
ter 5 describes the alternative 
forms of business ownership that 
entrepreneurs can select when 
they create a new business. Since 
no single type of ownership is 
perfect for all firms, the advan¬ 
tages and disadvantages of each 
form are considered. Entrepre¬ 
neurs must consider the charac¬ 
teristics of their new business 


when deciding which form of 
ownership would be most appro¬ 
priate. Chapter 6 explains how 
entrepreneurship can be used to 
create or improve a business. A 
successful business requires not 
only a good business idea, but 
also effective planning to ensure 
that the idea is properly imple¬ 
mented. Chapter 6 also explains 
the key components of a busi¬ 
ness plan. 




Chapter S 

Selecting a Form 
of Business 
Ownership 

Chapter 6 

Entrepreneurship 
and Business 
Planning 
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Chapter 

5 


Entrepreneurs like the owner of this 
bike shop must decide on the type 
of ownership that will offer the 
greatest benefits. 


The Learning Goals 
of this chapter are to: 


Describe the advantages and 
disadvantages of a sole 
proprietorship. 


Describe the advantages and 
disadvantages of a partnership. 


Describe the advantages and 
disadvantages of a corporation. 


Explain how the potential return and 
risk of a business are affected 
by its form of ownership. 


Describe methods of owning 
existing businesses. 




Selecting a Form of 
Business Ownership 


When entrepreneurs establish a 
business, they must decide on the 
form of business ownership. There 
are three basic forms of business 
ownership: sole proprietorship, 
partnership, and corporation. The 
form that is chosen can affect 
the profitability, risk, and value 
of the firm. 

Consider the case of the Rugged 
Bike Shop, which was recently cre¬ 
ated by three entrepreneurs. The 
entrepreneurs want to use a form 
of business ownership that gives 
each of them equal ownership. 
They want to limit their liability 
and would like easy access to 
funding if they need it. They also 
want to consider how they might 
obtain the ownership of other bike 
businesses if they decide to ex¬ 
pand in other locations. 


The entrepreneurs creating the 

Rugged Bike Shop must decide: 

► What are the advantages and 
disadvantages of a proprietor¬ 
ship, a partnership, and a 
corporation? 

► How will the form of business 
ownership they choose affect 
their risk? 

► What methods can they use to 
obtain ownership of existing 
businesses? 

The business ownership decision 

determines how the earnings of a 


business are distributed among 
the owners of the business, the de¬ 
gree of liability of each owner, the 
degree of control that each owner 
has in running the business, the 
potential return of the business, 
and the risk of the business. These 
types of decisions are necessary 
for all businesses. This chapter ex¬ 
plains how the business owner¬ 
ship decisions of the Rugged Bike 
Shop or any other firm can be 
made in a manner that maximizes 
the firm's value. 



1 / 


Describe the advantages 
and disadvantages of a 
sole proprietorship. 


Sole Proprietorshi 


A business owned by a single owner is referred to as a sole proprietorship. 
The owner of a sole proprietorship is called a sole proprietor. A sole pro¬ 
prietor may obtain loans from creditors to help finance the firm's opera¬ 
tions, but these loans do not represent ownership. The sole proprietor is 
obligated to cover any payments resulting from the loans but does not need 
to share the business profits with creditors. 
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sole proprietorship 

a business owned by a single 
owner 

sole proprietor 

the owner of a sole proprietorship 


Characteristics of Successful Sole Proprietors 

Sole proprietors must be willing to accept full responsibility for the firm's 
performance. The pressure of this responsibility can be much greater than 
any employee's responsibility. Sole proprietors must also be willing to work 
flexible hours. They are on call at all times and may even have to substi¬ 
tute for a sick employee. Their responsibility for the success of the business 
encourages them to continually monitor business operations. They must 
exhibit strong leadership skills, be well organized, and communicate well 
with employees. 

Many successful sole proprietors had previous work experience in the 
market in which they are competing, perhaps as an employee in a com¬ 
petitor's firm. For example, restaurant managers commonly establish their 
own restaurants. Experience is critical to understanding the competition 
and the behavior of customers in a particular market. 

Advantages of a Sole Proprietorship 

The sole proprietor form of ownership has the following advantages over 
other forms of business ownership: 

1. All Earnings Go to the Sole Proprietor The sole proprietor (owner) does not 
have to share the firm's earnings with other owners. Thus, the rewards 
of establishing a successful firm come back to the owner. 

2. Easy Organization Establishing a sole proprietorship is relatively easy. The 
legal requirements are minimal. A sole proprietorship need not estab¬ 
lish a separate legal entity. The owner must register the firm with the 
state, which can normally be done by mail. The owner may also need 
to apply for an occupational license to conduct a particular type of busi¬ 
ness. The specific license requirements vary with the state and even the 
city where the business is located. 

3. Complete Control Having only one owner with complete control of the 
firm eliminates the chance of conflicts during the decision-making 
process. For example, an owner of a restaurant can decide on the 
menu, the prices, and the salaries paid to employees. 

4. Lower Taxes Because the earnings in a proprietorship are considered to 
be personal income, they may be subject to lower taxes than those im¬ 
posed on some other forms of business ownership, as will be explained 
later in this chapter. 

Disadvantages of a Sole Proprietorship 

Along with its advantages, the sole proprietorship has the following 
disadvantages: 


Typical examples of sole proprietorships include a local restaurant, a lo¬ 
cal construction firm, a barber shop, a laundry service, and a local clothing 
store. About 70 percent of all firms in the United States are sole propri¬ 
etorships. But because these firms are relatively small, they generate less 
than 10 percent of all business revenue. The earnings generated by a sole 
proprietorship are considered to be personal income received by the pro¬ 
prietor and are subject to personal income taxes collected by the Internal 
Revenue Service (IRS). 
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unlimited liability 

no limit on the debts for which 
the owner is liable 


Decision Making 


1. The Sole Proprietor Incurs All Losses Just as sole proprietors do not have to 
share the profits, they are unable to share any losses that the firm in¬ 
curs. For example, assume you invest $10,000 of your funds in a lawn 
service and borrow an additional $8,000 that you invest in the busi¬ 
ness. Unfortunately, the revenue is barely sufficient to pay salaries to 
your employees, and you terminate the firm. You have not only lost all 
of your $10,000 investment in the firm but also are liable for the 
$8,000 that you borrowed. $ince you are the sole proprietor, no other 
owners are available to help cover the losses. 

2. Unlimited Liability A sole proprietor is subject to unlimited liability, 

which means there is no limit on the debts for which the owner is li¬ 
able. If a sole proprietorship is sued, the sole proprietor is personally 
liable for any judgment against that firm. 

3. Limited Funds A sole proprietor may have limited funds available to in¬ 
vest in the firm. Thus, sole proprietors have difficulty engaging in air¬ 
plane manufacturing, shipbuilding, computer manufacturing, and 
other businesses that require substantial funds. $ole proprietors have 
limited funds to support the firm's expansion or to absorb temporary 
losses. A poorly performing firm may improve if given sufficient time. 
But if this firm cannot obtain additional funds to make up for its losses, 
it may not be able to continue in business long enough to recover. 

4. Limited Skills A sole proprietor has limited skills and may be unable to 
control all parts of the business. For example, a sole proprietor may 
have difficulty running a large medical practice because different types 
of expertise may be needed. 


Deciding on the Sole Proprietor Form of Business 

R ecall that the Rugged Bike Shop (introduced at the beginning of the chapter) was cre¬ 
ated by three people. They considered an arrangement in which only one of them (Mia 
Adams) would serve as sole proprietor. In that case, her two friends would be full-time em¬ 
ployees, rather than owners, and would receive regular salaries. However, her friends al¬ 
ready had other jobs and wanted partial ownership in the business. Therefore, they decided 
that a sole proprietorship would not be an appropriate form of business ownership. 

1. Explain how the income that Mia's two friends would earn from the Rugged Bike Shop 
would differ if they were employees of a sole proprietorship rather than owners. 

2. Explain how the amount of funding provided by the owners would be different if Mia 
had created a sole proprietorship, instead of having all three people be owners in the 
business. 


ANSWERS: I.The income of Mia's friends would be more certain if they were employees. It is uncertain if it is in the form of 
profits because the profits are uncertain. 2. The amount of funding provided by the owners would be smaller if Mia had 
created a sole proprietorship; the funding will be larger if Mia's friends are owners as well. 
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Describe the advantages 
and disadvantages 
of a partnership. 


partnership 

a business that is co-owned by two 
or more people 

partners 

co-owners of a business 

general partnership 

a partnership in which all partners 
have unlimited liability 

limited partnership 

a firm that has some limited 
partners 

limited partners 

partners whose liability is limited 
to the cash or property they con¬ 
tributed to the partnership 

general partners 

partners who manage the busi¬ 
ness, receive a salary, share the 
profits or losses of the business, 
and have unlimited liability 


Partnershi 


A business that is co-owned by two or more people is referred to as a 
partnership. The co-owners of the business are called partners. The 
co-owners must register the partnership with the state and may need 
to apply for an occupational license. About 10 percent of all firms are 
partnerships. 

In a general partnership, all partners have unlimited liability. That is, 
the partners are personally liable for all obligations of the firm. Conversely 
in a limited partnership, the firm has some limited partners, or partners 
whose liability is limited to the cash or property they contributed to the 
partnership. Limited partners are only investors in the partnership and do 
not participate in its management, but because they have invested in the 
business, they share its profits or losses. A limited partnership has one or 
more general partners, or partners who manage the business, receive a 
salary, share the profits or losses of the business, and have unlimited lia¬ 
bility. The earnings distributed to each partner represent personal income 
and are subject to personal income taxes collected by the IRS. 

Advantages of a Partnership 

The partnership form of ownership has three main advantages: 

1. Additional Funding An obvious advantage of a partnership over a sole 
proprietorship is the additional funding that the partner or partners 
can provide. Therefore, more money may be available to finance the 
business operations. Some partnerships have thousands of partners, 
who are all required to invest some of their own money in the busi¬ 
ness. This type of partnership has much potential for growth because 
of its access to substantial funds. 


The firm Look-Look.com of 
Hollywood, California, which 
conducts online research on 
trends of people between 
ages 14 and 30, is a partner¬ 
ship managed by the two 
partners shown here. 
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2. Losses Are Shared Any business losses that the partnership incurs are 
spread across all of the partners. Thus, a single person does not have to 
absorb the entire loss. Each owner will absorb only a portion of the loss. 

3. More Specialization With a partnership, partners can focus on their re¬ 
spective specializations and serve a wide variety of customers. For ex¬ 
ample, an accounting firm may have one accountant who specializes 
in personal taxes for individuals and another who specializes in busi¬ 
ness taxes for firms. A medical practice partnership may have doctors 
with various types of expertise. 

Disadvantages of a Partnership 

Along with its advantages, the partnership has the following dis¬ 
advantages: 

1. Control Is Shared The decision making in a partnership must be shared. If 
the partners disagree about how the business should be run, business 
and personal relationships may be destroyed. Some owners of firms do 
not have the skills to manage a business. 

2. Unlimited Liability General partners in a partnership are subject to un¬ 
limited liability, just like sole proprietors. 

3. Profits Are Shared Any profits that the partnership generates must be 
shared among all partners. The more partners there are, the smaller 
the amount of a given level of profits that will be distributed to any in¬ 
dividual partner. 


S-Corporations 


S-corporation 

a firm that has 100 or fewer own¬ 
ers and satisfies other criteria. The 
earnings are distributed to the 
owners and taxed at the respective 
personal income tax rate of each 
owner. 


A firm that has 100 or fewer owners and satisfies other criteria may choose 
to be a so-called S-corporation. The owners of an S-corporation have lim¬ 
ited liability (like owners of corporations), but they are taxed as if the firm 
were a partnership. Thus, the earnings are distributed to the owners and 
taxed at the respective personal income tax rate of each owner. Some state 
governments also impose a corporate tax on S-corporations. Many ac¬ 
counting firms and small businesses select the S-corporation as a form of 
ownership. 


limited liability 
company (LLC) 

a firm that has all the favorable 
features of a typical general part¬ 
nership but also offers limited 
liability for the partners 


Limited Liability Company (LLC) 

A type of general partnership called a limited liability company (LLC) has 
become popular in recent years. An LLC has all the favorable features of a 
typical general partnership but also offers limited liability for the partners. 
It typically protects a partner's personal assets from the negligence of 
other partners in the firm. This type of protection is highly desirable for 
partners, given the high frequency of liability lawsuits. The assets of the 
company (such as the property or machinery owned by the company) are 
not protected. Although S-corporations may also provide liability protec¬ 
tion, various rules may restrict the limited liability of some owners of 
S-corporations. An LLC is not subject to such stringent rules. 

An LLC must be created according to the laws of the state where the 
business is located. The precise rules on liability protection vary among the 
states. Numerous general partnerships (including many accounting firms) 
have converted to LLCs to capitalize on the advantages of a partnership, 
while limiting liability for their owners. 
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3 

Describe the advantages 
and disadvantages 
of a corporation. 

corporation 

a state-chartered entity that pays 
taxes and is legally distinct from its 
owners 

charter 

a document used to incorporate a 
business. The charter describes im¬ 
portant aspects of the corporation. 

bylaws 

general guidelines for managing 
a firm 


Exhibit 5.1_ 

Relative Contributions to 
Business Revenue of Sole 
Proprietorships, Partnerships, 
and Corporations 


Deciding on the Partnership Form of Business 

Reconsider the case of the Rugged Bike Shop. The three entrepreneurs all want ownership 
of the business. They are all willing to accept liability, but they would prefer that their per¬ 
sonal assets be protected from the possible negligence of the other partners. They decide 
that a limited liability company would be the ideal type of general partnership to form. 

1. If the owners of the Rugged Bike Shop form a partnership, how can the business obtain 
funding if it does not want to borrow funds? 

2. If the owners of the Rugged Bike Shop form a partnership, why might the business 
have insufficient funds to open additional bike shops in the future? 

ANSWERS: 1. It can obtain funding if the partners increase their equity investment in the business. 2. It would have limited 
access to equity because there are only three owners who can provide equity funding. 


Corporation 


A third form of business is a corporation, which is a state-chartered entity 
that pays taxes and is legally distinct from its owners. Although only about 
20 percent of all firms are corporations, corporations generate almost 
90 percent of all business revenue. Exhibit 5.1 compares the relative con¬ 
tributions to business revenue made by sole proprietorships, partnerships, 
and corporations. 

To form a corporation, an individual or group must adopt a corporate 
charter, or a document used to incorporate a business, and hie it with the 
state government. The charter describes important aspects of the corpora¬ 
tion, such as the name of the firm, the stock issued, and the firm's opera¬ 
tions. The people who organize the corporation must also establish bylaws, 
which are general guidelines for managing the firm. 

Since the shareholders of the corporation are legally separated from 
the entity, they have limited liability, meaning that they are not held per¬ 
sonally responsible for the firm's actions. The most that the stockholders of 
a corporation can lose is the amount of money they invested. 

The stockholders of a corporation elect the members of the board of di¬ 
rectors, who are responsible for establishing the general policies of the 


Proportion of Existing 
Businesses under Each Form 
of Ownership 


Proportion of Business Revenue 
Generated by Each Form of 
Ownership 
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Out o£ 
Business 


I THINK WE ARE REACH TO BECOME 
A CORPORATION, AS WE HAVE 
ALREADY USED ALU THE MONEY 
INVESTED THE PARTNERS. v 



firm. One of the board's responsibilities is to elect the president and other 
key officers (such as vice-presidents), who are then given the responsibil¬ 
ity of running the business on a day-to-day basis. 

If the board of directors becomes displeased with the performance of 
the key officers, the board has the power to replace them. Similarly, if the 
stockholders become displeased with the performance of members of the 
board, the stockholders can replace the directors in the next scheduled 
election. In some corporations, one or a few individuals may serve as a 
stockholder, as a member of the board of directors, and as a key officer of 
the firm. The chief executive officer of a business commonly serves as the 
chair of the board. 

How Stockholders Earn a Return 

Stockholders can earn a return on their investment in a firm in two differ¬ 
ent ways. First, they may receive dividends from the firm, which are a por¬ 
tion of the firm's recent earnings over the last three months that are 
distributed to stockholders. Second, the stock they hold may increase in 
value. When the firm becomes more profitable, the value of its stock tends 
to rise, meaning that the value of stock held by owners has increased. Thus, 
they can benefit by selling that stock for a much higher price than they 
paid for it. 

In the late 1990s, stock prices of many firms more than doubled. When 
stockholders invest in a stock, however, they also face the risk that the 
stock price may decline. In the 2000-2002 period, the performance of 
firms was generally weak, and stock prices of many firms declined by more 
than 50 percent. Some firms failed, causing investors in the firms' stock to 
lose 100 percent of their investment. 

Private versus Public Corporations 

privately held People become owners of a corporation by purchasing shares of stock, 

ownership is restricted to a small Many small corporations are privately held, meaning that ownership is re¬ 
group of investors stricted to a small group of investors. Some well-known privately held 
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Enterprise Rent-A-Car 
agency is one of many 
large companies that 
remains privately held. 



publicly held 

shares can be easily purchased or 
sold by investors 


going public 

the act of initially issuing stock to 
the public 


firms include L. L. Bean, Enterprise Rent-A-Car, and Rand McNally & Co. 
Most large corporations are publicly held, meaning that shares can be eas¬ 
ily purchased or sold by investors. 

Stockholders of publicly held corporations can sell their shares of stock 
when they need money, are disappointed with the performance of the cor¬ 
poration, or simply expect that the stock price will not rise in the future. 
Their stock can be sold (with the help of a stockbroker) to some other in¬ 
vestor who wants to invest in that corporation. 

Although virtually all firms (even Ford Motor Company) were pri¬ 
vately held when they were created, some of these firms became publicly 
held when they needed funds to support large expansion. The act of ini¬ 
tially issuing stock to the public is called going public. Recently, well- 
known firms such as Barnesandnoble.com, United Parcel Service (UPS), 
and Google have gone public to raise funds. 

Publicly held corporations can obtain additional funds by issuing new 
common stock. This means that either their existing stockholders can pur¬ 
chase more stock, or other investors can become stockholders by purchas¬ 
ing the corporation's stock. By issuing new stock, corporations may obtain 
whatever funds are needed to support any business expansion. Corpora¬ 
tions that wish to issue new stock must be able to convince investors that 
the funds will be utilized properly, resulting in a reasonable return for the 
investors. 


Advantages of a Corporation 

The corporate form of ownership offers the following advantages: 

1. Limited Liability Owners of a corporation have limited liability (as ex¬ 
plained earlier), whereas sole proprietors and general partners typi¬ 
cally have unlimited liability. 

2. Access to Funds A corporation can easily obtain funds by issuing new 
stock (as explained earlier). This allows corporations the flexibility to 
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agency problem 

when managers do not act as 
responsible agents for the share¬ 
holders who own the business 


grow and to engage in new business ventures. Sole proprietorships and 
partnerships have less access to funding when they wish to finance ex¬ 
pansion. To obtain more funds, they may have to rely on their existing 
owners or on loans from creditors. 

3. Transfer of Ownership Investors in large, publicly traded companies can 
normally sell their stock in minutes by calling their stockbrokers or by 
selling it online over the Internet. Conversely, owners of sole propri¬ 
etorships or partnerships may have some difficulty in selling their share 
of ownership in the business. 

Disadvantages of a Corporation 

Along with its advantages, the corporate form of ownership has the fol¬ 
lowing disadvantages: 

1. High Organizational Expense Organizing a corporation is normally more ex¬ 
pensive than creating the other forms of business because of the ne¬ 
cessity to create a corporate charter and file it with the state. Some 
expense may also be incurred in establishing bylaws. Issuing stock to 
investors also entails substantial expenses. 

2. Financial Disclosure When the stock of a corporation is traded publicly, the 
investing public has the right to inspect the company's financial data, 
within certain limits. As a result, firms may be obligated to publicly dis¬ 
close more about their business operations and employee salaries than 
they would like. Privately held firms are not forced to disclose financial 
information to the public. 

3. Agency Problems Publicly held corporations are normally run by man¬ 
agers who are responsible for making decisions for the business that 
will serve the interests of the owners. Managers may not always act in 
the best interests of stockholders, however. For example, managers 
may attempt to take expensive business trips that are not necessary to 
manage the business. Such actions may increase the expenses of run¬ 
ning a business, reduce business profits, and therefore reduce the re¬ 
turns to stockholders. When managers do not act as responsible agents 
for the shareholders who own the business, a so-called agency problem 
results. There are many examples of high-level managers who made 
decisions that were in their best interests, at the expense of sharehold¬ 
ers. One of the most blatant examples occurred at Enron, Inc., which 
went bankrupt in 2001. Agency problems are less likely in proprietor¬ 
ships because the sole owner may also serve as the sole manager and 
make most or all business decisions. 

4. High Taxes Since the corporation is a separate entity, it is taxed separately 
from its owners. The annual taxes paid by a corporation are deter¬ 
mined by applying the corporate tax rate to the firm's annual earnings. 
The corporate tax rate is different from the personal tax rate. Consider 
a corporation that earns $10 million this year. Assume that the corpo¬ 
rate tax rate applied to earnings of corporations is 30 percent this year 
(the corporate tax rates can be changed by law over time). Thus, the 
taxes and after-tax earnings of the corporation are as follows: 

Earnings before Tax = $10,000,000 

Corporate Tax = 3,000,000 (computed as 30% X $10,000,000) 

Earnings after Tax = $7,000,000 
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One of the main reasons why 
Enron went bankrupt is be¬ 
cause some of its high-level 
managers made decisions 
that benefited themselves at 
the expense of shareholders. 



If any of the after-tax earnings are paid to the owners as dividends, the 
dividends represent personal income to the stockholders. Thus, the stock¬ 
holders will pay personal income taxes on the dividends. Continuing with 
our example, assume that all of the $7 million in after-tax earnings is dis¬ 
tributed to the stockholders as dividends. Assume that the personal tax rate 
is 10 percent for all owners who will receive dividends (personal tax rates 
depend on the person's income level and can be changed by law over time). 
The actual dividend income received by the stockholders after paying in¬ 
come taxes is as follows: 

Dividends Received =$7,000,000 

Taxes Paid on Dividends = $700,000 (computed as 10% x $7,000,000) 
Income after Tax =$6,300,000 


$ince the corporate tax was $3,000,000 and the personal tax was 
$700,000, the total tax paid as a result of the corporation's profits was 
$3,700,000, which represents 37 percent of the $10,000,000 profit that the 
corporation earned. 

As this example shows, owners of corporations are subject to double 
taxation. First, the corporation's entire profits from their investment are 
subject to corporate taxes. Then, any profits distributed as dividends to in¬ 
dividual owners are subject to personal income taxes. Exhibit 5.2 shows 
the flow of funds between owners and the corporation to illustrate how 
owners are subject to double taxation. 

To recognize the disadvantage of double taxation, consider what the 
taxes would have been for this business if it were a sole proprietorship 
or partnership rather than a corporation. The $10,000,000 profit would 
have been personal income to a sole proprietor or to partners and would 
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Exhibit 5.2 

Illustration of Double 
Taxation 



have been subject to personal taxes. Assuming a personal tax rate of 
20 percent, the total tax would be $2,000,000 (computed as 20 percent X 
$10,000,000), which is less than the total amount that a corporation that 
earned the same profit and its stockholders together would pay. Even if the 
personal income tax rate of a sole proprietor or a partner was higher than 
20 percent, the taxes paid by a corporation and its stockholders would 
probably still be higher. A comparison of the tax effects on corporations 
and sole proprietorships is provided in Exhibit 5.3. 

One way that a corporation may reduce the taxes paid by its owners is 
to reinvest its earnings (called "retained earnings") rather than pay the 


Exhibit 5.3 

Comparison ofTax Effects on Corporations and Sole Proprietorships 


Tax Effects on Corporations 


Tax Effects on Sole Proprietorships 
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capital gain 

the price received from the sale of 
stock minus the price paid for the 
stock 


Comparing Forms of Business Ownership 

No single form of business ownership is ideal for all business owners. An 
individual setting up a small business may choose a sole proprietorship. 
Some people who decide to co-own a small business may choose a part¬ 
nership. If they wish to limit their liability however, they may decide to es¬ 
tablish a privately held corporation. If this corporation grows substantially 
over time and needs millions of dollars to support additional business ex¬ 
pansion, it may convert to a publicly held corporation so that it can obtain 
funds from stockholders. 

Using the internet to Compare Forms of Business Ownership 

Many excellent sources of information on forms of business ownership are 
available on the Internet. A one starting point is the Small Business Ad¬ 
ministration (SBA). Among the resources offered at the SBA's home page 
(http://www.sbaonline.sba.gov) are the following: 

► Information on local SBA offices. 

► Access to the Service Corps of Retired Executives (SCORE), consisting 
of over f 0,000 retired business people who have volunteered to help 
small businesses for free. 

► SBA publications. The range of topics covered by the publications is 
enormous, and each can be copied directly to the entrepreneur's com¬ 
puter at no charge. 

All of these services are available through local SBA offices, as well as be¬ 
ing accessible over the Internet. 

In addition to government agencies, many private organizations pro¬ 
vide information and services to small businesses that are just being 
formed. Many of these organizations, such as The Company Corporation, 
allow corporations and other forms of businesses to be set up entirely over 
the Internet. A particularly attractive feature of these services is their low 
cost. Nevertheless, some entrepreneurs may still prefer to hire an attorney 
to form the business, especially if their ownership situation is complicated. 

How Business Ownership Can Change 

As an example of how the optimal form of ownership for a specific busi¬ 
ness can change over time, consider the history of PC Repair Company, 
which specializes in repairing personal computers. The owner, Ed Ever¬ 
hart, started his business in Columbus, Ohio, in 1983. He initially used his 
garage as work space to fix customers' computers. Since he was the sole 
owner at that time, his business was a proprietorship. By 1989, the busi¬ 
ness had grown, and Ed wanted to open a computer repair shop down- 


earnings out as dividends. If owners do not receive dividends from a cor¬ 
poration, they will not be subject to personal taxes on the profits earned 
by the corporation. This strategy makes sense only if the corporation can 
put the retained earnings to good use. 

When stockholders of a corporation sell their shares of stock for more 
than they paid for them, they earn a capital gain, which is equal to the 
price received from the sale of stock minus the price they paid for the stock. 
The stockholders must pay a capital gains tax on the capital gain, however. 
Thus, whether stockholders receive income from selling the stock at a gain 
or from receiving dividend payments, they are subject to taxes. 
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town. He needed more funds to purchase a shop and hire employees. He 
asked a friend, Maria Rosas, if she wanted to become a partner by invest¬ 
ing funds in the firm and working for the business. She agreed, so the busi¬ 
ness was converted from a proprietorship to a partnership. From Ed's point 
of view, the main benefit was that Maria could invest money that would 
help the business grow. In addition, she had good computer repair skills. 
The main disadvantage was that he was no longer the sole decision maker, 
but he and Maria usually agreed on how to run the business. 

By 2000, the business had grown even more. Ed and Maria wanted to 
establish three more computer repair shops in Columbus, so they obtained 
funds from eight friends who served as limited partners. These limited 
partners invested in the business because they expected that it would 
flourish and provide them with a good return on their investment. In 
2006, Ed and Maria wanted to expand their business throughout Ohio, 
but they needed a substantial amount of funds to do so. They decided to 
issue stock to the public, with the help of a financial institution. Their stock 
offering raised $20 million, although about $1.5 million of the proceeds 
went to pay expenses associated with the stock offering. At this time, the 
ownership of the business was converted from a partnership to a corpora¬ 
tion. The corporate form of ownership allowed the business to expand. 
With the establishment of several repair shops throughout Ohio, the firm 
now had the potential to generate large earnings. The organization was 
also much more complex than when the business was a proprietorship. Ed 
and Maria still made the business decisions, but they were now account¬ 
able to hundreds of other investors who were part-owners of the business. 
Thus, by 2006 PC Repair Company had changed considerably since its be¬ 
ginnings in a garage 23 years earlier. 


Decision Making Deciding on the Corporation Form of Business 

R ecall that the Rugged Bike Shop was organized as a partnership. Now the three part¬ 
ners are considering long-term plans for setting up similar bike shops around the 
country. First, their original bike shop will need to be successful. If it is, they will expand 
throughout their city, and if these businesses are successful, they would like to create hun¬ 
dreds of new bike shops across the country. To support expansion across the country, how¬ 
ever, they will need millions of dollars and will be able to obtain such a large amount of 
funds only if they become a corporation and go public. 

1. Explain why it may be difficult for the Rugged Bike Shop to go public in the future. 

2. How will the proportion of the business owned by each of the three entrepreneurs 
(now one-third) change if the Rugged Bike Shop goes public? 


ANSWERS: 1. It would have to demonstrate to potential investors that it could successfully expand across the country and 
show that hundreds of new bike shops are needed. 2.The proportion would be reduced because other owners would own 
much of the business if it goes public someday. 
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Explain how the potential 
return and risk of a 
business are affected by 
its form of ownership. 


equity 

the total investment by the firm's 
stockholders 

return on equity (ROE) 

earnings as a proportion of the 
firm's equity 


How Ownership Can Affect Return and Risk 


When business owners assess a possible investment in any business, they 
consider both the potential return and the risk from that type of invest¬ 
ment. The potential return and the risk from investing in a business are 
influenced by its form of ownership. Thus, entrepreneurs should consider 
how the form of ownership affects the potential return and the risk when 
deciding on the optimal form of ownership for their business. 

Impact of Ownership on the Return on Investment 

The return on investment in a firm is derived from the firm's profits (also 
called "earnings" or "income"). As described earlier, when a firm generates 
earnings, it pays a portion to the IRS as income taxes. The remaining 
(after-tax) earnings represent the return (in dollars) to the business own¬ 
ers. However, the dollar value of a firm's after-tax earnings is not neces¬ 
sarily a useful measure of the firm's performance unless it is adjusted for 
the amount of the firm's equity, which is the total investment by the firm's 
stockholders. For this reason, business owners prefer to measure a firm's 
profitability by computing its return on equity (ROE), which is the earn¬ 
ings as a proportion of the equity: 

Earnings after Tax 

ROE =- 5 - 

Equity 


For example, if the stockholders invested $ 1 million in a firm and its after¬ 
tax earnings last year were $150,000, its return on equity last year was: 


ROE 


$150,000 

$1,000,000 


= .15, or 15% 

Thus, the firm generated a return equal to 15 percent of the owners' in¬ 
vestment in the firm. 

The return on equity for Zemax Company is shown in Exhibit 5.4. No¬ 
tice that Zemax generated earnings before taxes of $100 million. Of this 
amount, $30 million (30 percent) was used to pay corporate taxes. The re¬ 
maining $70 million represents after-tax earnings. Given the total invest¬ 
ment (equity) in Zemax Company of about $350 million, the after-tax 
earnings represent a return of 20 percent (computed as $70 million divided 
by $350 million). 

The large amount of equity that Zemax Company obtained as a result 
of choosing the corporate form of ownership has enabled it to grow and 
generate a large amount of sales and earnings. If Zemax had chosen the 
partnership form of ownership, its growth would have been limited. 

However, access to a large amount of equity is beneficial only if the 
firm can put the equity to good use. If a firm has more equity than it can 
use, its performance will be weak. Consider the situations of Firms A and 
B. Firm A is a partnership and Firm B is a corporation. 



Owners'equity $100 million $300 million 

Return on equity 15% 5% 
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Exhibit 5.4 

Return on Equity for 
Zemax Company 


risk 

the degree of uncertainty about a 
firm's future earnings 



Return of Equity (ROE) 

Given that the equity of Zemax was about $350 million, its ROE was: 

Earninqs after Taxes 

ROE =- 5 - 

Equity 

$70 million 
$350 million 


= 20 % 


Notice that the firms had the same dollar value of earnings after taxes. 
However, the corporation has three times the equity investment of the 
partnership. The return on equity is much higher for the partnership than 
for the corporation because the partnership achieved the same level of 
earnings with a smaller equity investment. 

Impact of Ownership on Risk 

The risk of a firm represents the degree of uncertainty about the firm's fu¬ 
ture earnings, which reflects an uncertain return to the owners. A hrm's 
future earnings are dependent on its future revenue and its expenses. 
Firms can experience losses if the revenue is less than expected or if the ex¬ 
penses are more than expected. Some firms that experience severe losses 
ultimately fail. In these cases, the owners may lose most or all of the funds 
they invested in the firms. 

Since sole proprietorships tend to be small businesses with very limited 
funds, they are generally riskier than larger businesses such as partnerships 
and corporations. Consider a sole proprietorship that has revenue of 
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Cross Functional Teamwork 

Sources of Risk across Business Functions 


A firm relies on the management of resources (including 
human resources and other resources such as machinery), 
marketing, and finance functions to perform well. Poor 
performance can normally be attributed to poor manage¬ 
ment of resources, poor marketing, or poor financing, as 
explained next. 

If resources are not properly managed, the firm will in¬ 
cur excessive expenses. The following are typical mistakes 
that can cause excessive production expenses: 

H Hiring more employees than necessary, which results in 
high operating expenses. 

B Hiring fewer employees than necessary, which prevents 
the firm from achieving the desired volume or quality of 
products. 

El Hiring employees who lack proper skills or training. 

□ Investing in more equipment or machinery than neces¬ 
sary, which results in high operating expenses. 

B Investing in less equipment or machinery than neces¬ 
sary, which prevents the firm from achieving the de¬ 
sired volume or quality of products. 


The following are typical marketing mistakes that can 
cause poor performance: 

□ Excessive spending on marketing programs. 

B Ineffective marketing programs, which do not enhance 
the firm's revenue. 

The following are typical finance mistakes that can 
cause poor performance: 

□ Borrowing too much money, which results in a high 
level of interest expenses incurred per year. 

B Not borrowing enough money, which prevents a firm 
from investing the necessary amount of funds to be 
successful. 

Since business decisions are related, a poor decision 
in one department can affect other departments. For ex¬ 
ample, a computer manufacturer's production volume is 
based on the forecasted demand for computers by the 
marketing department. When the marketing department 
underestimates the demand, the manufacturer experi¬ 
ences shortages. 


$200,000 and expenses of $300,000 this year. It needs $100,000 of equity 
to cover its loss. If it has only $60,000, it cannot cover the loss. If the busi¬ 
ness had another owner, it would have more equity and might be able to 
cover its loss. 

The limited funding of sole proprietorships also means that they are 
not able to diversify their business. If their single line of business experi¬ 
ences problems, they are highly susceptible to failure. An event such as a 
workers' strike in a supplier firm or reduced demand for the type of prod¬ 
ucts they produce can result in failure. In contrast, a larger firm that sells 
a diversified product line may not be severely affected by events that ad¬ 
versely affect only one of its products. The death or retirement of a key 
manager can also have a great impact on a sole proprietorship. Larger 
businesses typically have several employees in high-level positions who 
can make key decisions, so no one person is irreplaceable. 

When deciding on ownership, the following tradeoff should be obvi¬ 
ous. The greater the number of owners, the larger the amount of funds that 
can be accessed, but the larger the number of people who share in the per¬ 
formance of the business. Thus, a sole proprietorship can reduce its risk by 
converting to a partnership so that it can access more funds. A partnership 
can reduce its risk by converting to a corporation so that it can access more 
funds. 
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Decision Making 



Describe methods of 
owning existing 
businesses. 


Deciding Whether to Add Partners to Reduce Risk 

R ecall that the Rugged Bike Shop has three partners. The partners recognize that if the 
business suffers losses, they will each incur one-third of the losses. They could reduce 
their risk by inviting more partners to invest in the firm. In that way, any losses would be 
shared by more partners. If they invite more partners and the business is profitable, how¬ 
ever, they would each receive a smaller share of the profits. Since they believe that the busi¬ 
ness has sufficient funding, they decide not to invite any more partners into the business at 
this time. 

1. How would the decision-making process of the Rugged Bike Shop change if the three 
partners had invited other partners to invest in the business? 

2. Why might their decision have been different if they needed funding to expand and 
could not easily borrow funds? 

ANSWERS: 1 .The decision-making process would be more complicated because more partners would be involved in the de¬ 
cisions. 2. They might have decided to add partners if they needed funds and could not borrow because additional partners 
would have provided more equity for the business. 


Obtaining Ownership of an Existing Business 


Some people become the sole owners without starting the business. The 
following are common methods by which people become owners of exist¬ 
ing businesses: 

► Assuming ownership of a family business 

► Purchasing an existing business 

► Franchising 

Assuming Ownership of a Family Business 

Many people work in a family business and after a period of time assume 
the ownership of it. This can be an ideal way to own a business because its 
performance may be somewhat predictable as long as the key employees 
continue to work there. Major decisions regarding the production process 
and other operations of the hrm have been predetermined. If the business 
has historically been successful, a new owner's main function may be to 
ensure that the existing operations continue to run efficiently. Alterna¬ 
tively, if the business is experiencing poor performance, the new owner 
may have to revise management, marketing, and financing policies. 

Purchasing an Existing Business 

Businesses are for sale on any given day in any city. They are often adver¬ 
tised in the classified ads section of local newspapers. Businesses are sold 
for various reasons, including financial difficulties and the death or retire¬ 
ment of an owner. 

People considering the purchase of an existing business must deter¬ 
mine whether they have the expertise to run the business or at least prop¬ 
erly monitor the managers. Then they must compare the expected benefits 
of the business with the initial outlay required to purchase it. The seller of 
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the business may provide historical sales volume, which can be used to es¬ 
timate the future sales volume. However, the prospective buyer must be 
cautious when using these figures. In some businesses such as dentistry 
and hairstyling, personal relationships between the owner and customers 
are critical. Many customers may switch to competitors if the ownership 
changes. For these types of businesses, the historical sales volume may 
substantially overestimate future sales. For other, less personalized busi¬ 
nesses such as grocery stores, a change of ownership is not likely to have a 
significant effect on customer preferences (and therefore on sales volume). 


franchise 

an arrangement whereby a busi¬ 
ness owner allows others to use its 
trademark, trade name, or copy¬ 
right, under specific conditions 

franchisor 

a firm that allows others to use its 
trade name or copyright, under 
specified conditions 

franchisee 

a firm that is allowed to use the 
trade name or copyright of a 
franchise 

distributorship 

a type of franchise in which a 
dealer is allowed to sell a product 
produced by a manufacturer 

chain-style business 

a type of franchise in which a firm 
is allowed to use the trade name 
of a company and follows guide¬ 
lines related to the pricing and sale 
of the product 


Franchising 

A franchise is an arrangement whereby a business owner (called a 
franchisor) allows another (the franchisee) to use its trademark, trade 
name, or copyright, under specified conditions. Each individual franchise 
operates as an independent business and is typically owned by a sole pro¬ 
prietor. Thus, a new business is created using the trademark and name of 
the existing franchisor. 

Franchises in the United States number over 500,000, and they gener¬ 
ate more than $800 billion in annual revenue. Some well-known fran¬ 
chises include McDonald's, Thrifty Rent-a-Car System, Dairy Queen, 
Super 8 Motels, Inc., TGI Fridays, Pearle Vision, Inc., and Baskin-Robbins. 
The costs of purchasing a franchise can vary significantly, depending on the 
specific trademarks, technology, and services provided to the franchisees. 

Types of Franchises Most franchises can be classified as a distributorship, a 
chain-style business, or a manufacturing arrangement. 

In a distributorship, a dealer is allowed to sell a product produced by a 
manufacturer. For example, Chrysler and Ford dealers are distributorships. 

In a chain-style business, a firm is allowed to use the trade name of a 
company and follows guidelines related to the pricing and sale of the prod¬ 
uct. Some examples are McDonald's, CD Warehouse, Holiday Inn, Subway, 
and Pizza Hut. 


Dunkin Donuts is one 
of many franchises that 
has grown throughout the 
United States and even in 
foreign countries. 
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Selfi-Sccring Exercise 

Do You Have the Skills Necessary 
to Succeed in Business? 

According to the U.S. Department of Labor, achieving success in the 
workplace, now and in the future, will require that a person possess 
three enabling skills as a foundation for the five functional skills re¬ 
quired in the business environment. Answer each of these three basic 
questions: 

1. Do you believe you possess the basic reading, speaking, listening, 
and mathematics skills required for future learning? 

2. Do you believe you possess the intellectual skills for effective deci¬ 
sion making and problem solving? 

3. Do you believe you possess the skills required for you to cooperate 
with others and achieve effective sociability? 

If you answered yes to each question, you have the basic skills needed 
to enable you to master five functional skills in the business environ¬ 
ment. How do you rate yourself in each of these five functional skill ar¬ 
eas? In the blank before each skill, place the number from 1 (very good) 
to 5 (needs improvement) that reflects your self-rating. 

_ 1. Resource management skills, such as human resource 

management, time management, and financial resources 
management. 

_ 2. Information management skills, such as identifying and inter¬ 
preting information. 

_ 3. Personal interaction skills, such as teamwork, negotiation, and 

working with customers. 

_ 4. Systems behavior and performance skills, such as anticipating 

consequences of behavior and cause-and-effect relationships. 
_ 5. Technology utilization skills, such as selecting, using, maintain¬ 
ing, and/or troubleshooting technology. 


In a manufacturing arrange¬ 
ment, a firm is allowed to man¬ 
ufacture a product using the 
formula provided by another 
company. For example, Mi¬ 
crosoft might allow a foreign 
company to produce its soft¬ 
ware, as long as the software 
is sold only in that country. 
Microsoft would receive a por¬ 
tion of the revenue generated by 
that firm. 

Advantages of a Franchise The typi¬ 
cal advantages of a franchise are 
as follows: 

1. Proven Management Style Fran¬ 
chisees look to the fran¬ 
chisors for guidance in 
production and manage¬ 
ment. McDonald's provides 
extensive training to its fran¬ 
chisees. The management 
style of a franchise is already 
a proven success. A fran¬ 
chise's main goal is to dupli¬ 
cate a proven business in a 
particular location. Thus, the 
franchise is a less risky ven¬ 
ture than a new type of busi¬ 
ness, as verified by a much 
higher failure rate for new 
businesses. 


If you rated yourself a 4 or 5 on any of the five functional skills, you 
may want to talk with your instructor or the university's career and 
counseling office about specific opportunities that will enable you to 
strengthen those skills. 


2. Name Recognition Many fran¬ 
chises are nationally known 
because of advertising by 
the franchisor. This provides 
the franchisee with name 
recognition, which can sig¬ 
nificantly increase the de¬ 
mand for the product. Therefore, owners of Holiday Inn, Pizza Hut, 
and other franchises may not need to spend money on advertising be¬ 
cause the franchises are already popular with consumers. 


manufacturing 

arrangement 

a type of franchise in which a firm 
is allowed to manufacture a prod¬ 
uct using the formula provided by 
another company 


3. Financial Support Some franchisees receive some financial support from 
the franchisor, which can ensure sufficient start-up funds for the fran¬ 
chisee. For example, some McDonald's franchisees receive funding 
from McDonald's. Alternatively, franchisees can purchase materials 
and supplies from the franchisor on credit, which represents a form of 
short-term financing. 
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Disadvantages of a Franchise Two common disadvantages of franchising are as 
follows: 

1. Sharing Profits In return for services provided by the franchisor, the fran¬ 
chisee must share profits with the franchisor. Annual fees paid by the 
franchisee may be 8 percent or more of the annual revenue generated 
by the franchise. 

2. Less Control The franchisee must abide by guidelines regarding product 
production and pricing, and possibly other guidelines as well. Conse¬ 
quently, the franchisee's performance is dependent on these guide¬ 
lines. Owners are not allowed to revise some of the guidelines. 

Though decision making is limited, owners of a franchise still make 
some critical decisions. They must decide whether a particular franchise 
can be successful in a particular location. In addition, even though the pro¬ 
duction and marketing policies are somewhat predetermined, the owners 
are responsible for managing their employees. They must provide leader¬ 
ship and motivation to maximize production efficiency. Thus, a franchise's 
performance is partially dependent on its owners and managers. 

The Popularity of Business-to-Business Franchises Franchises that serve other busi¬ 
nesses (called business-to-business or B2B franchises) have grown sub¬ 
stantially in the last few years. In particular, many franchises focus on 
providing hiring services, consulting services, and training services for 
firms. These types of franchises are popular because they normally require 
a smaller initial investment than many other franchises such as hotels and 
restaurants. Many B2B franchises can be operated by computer from a 
home office and therefore can be started with an investment of between 
$30,000 and $100,000. In contrast, restaurant franchises may require an 
investment of $ 150,000 or more. In addition, a B2B franchise can use com¬ 
puter technology instead of employees to do some of the work, such as 
sorting resumes and offering training with animated computer hies. 
Furthermore, since a B2B franchise interacts with other businesses, less 
weekend work may be required than with restaurant franchises, which 
commonly operate seven days a week. 


McDonald's provides training 
to its franchisees to ensure 
that the operations are prop¬ 
erly organized. 
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Global Busine 


Ownership of Foreign Businesses 


Opportunities in foreign countries have encouraged many 
entrepreneurs in the United States to establish foreign busi¬ 
nesses in recent years. A common way for an entrepreneur 
to establish a foreign business is to purchase a franchise cre¬ 
ated by a U.S. firm in a foreign country. For example, McDon¬ 
ald's, Pizza Hut, and KFC have franchises in numerous foreign 
countries.The potential return on these franchises may be 
higher than in the United States if there is less competition. 

Another popular way for U.S. entrepreneurs to own a 
foreign business is to purchase a business that is being sold 
by the foreign government. During the 1990s, many gov¬ 
ernments in eastern Europe and Latin America sold a large 
number of businesses that they had owned. They also en¬ 
couraged more competition among firms in each industry. 
Entrepreneurs recognized that many businesses previously 
owned by the government were not efficiently managed. 
Consequently, many businesses were perceived as having 
relatively low values, thus enabling some entrepreneurs to 
purchase the businesses at low prices. However, these busi¬ 
nesses were subject to a high degree of risk because the for¬ 
eign environment was unstable. Since most of the 


businesses in these countries had been managed by their 
respective governments, the rules for privately owned busi¬ 
nesses were not completely established. The tax rates that 
would be imposed on private businesses were uncertain. 
The degree of competition was also uncertain, as firms were 
now free to enter most industries. 

Given the uncertainties faced by new businesses in 
these foreign countries, some entrepreneurs made agree¬ 
ments with existing foreign firms rather than establishing 
their own business. For example, suppose that an entrepre¬ 
neur recognizes that various household products will be 
popular in some Latin American countries but prefers not to 
establish a firm there because of uncertainty about tax rates 
and other government policies. The entrepreneur may 
make an agreement with an existing firm that distributes re¬ 
lated products to retail stores throughout Latin America. 
This firm will earn a fee for selling the household products 
produced by the entrepreneur. This example is just one of 
many possible arrangements that allow U.S. entrepreneurs 
to capitalize on opportunities in a foreign country without 
owning a business there. 




Decision Making Deciding Whether to Establish Franchises 

A well-known bicycle company in town has asked the three partners of the Rugged Bike 
Shop if they want to convert their new bike shop business into a chain-style franchise. 
The franchisor would provide them with guidance in running the bike shop business, but 
they would have to allocate a portion of their profits to the franchisor. The partners believe 
that they can manage the bike shop business on their own and do not want to share the 
profits of their business. Therefore, they decline the franchisor's offer. 

1. Do you think the partners of the Rugged Bike Shop should have accepted the fran¬ 
chisor's offer? 

2. Do you think the Rugged Bike Shop can serve as a franchisor for other investors who 
want to run a bike shop business? 


ANSWERS: 1. The answer depends on whether the franchisor would truly offer some name recognition or better guidance 
for the Rugged Bike Shop. The partners would have to weigh these benefits against the cost of being a franchisee, which is 
the portion of profits paid by the franchisee to the franchisor. 2. The Rugged Bike Shop cannot serve as a franchisor at this 
point because it does not have any name recognition and has not yet proved that its management style is successful. No 
other bike shop owners would believe that they would benefit from having the Rugged Bike Shop as a franchisor. 
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College Health Club: Business Ownership at CHC 

One of the decisions that Sue Kramer needs to make as part of her business plan is the ap¬ 
propriate form of business ownership for College Health Club (CHC). Diane Burke, a rela¬ 
tive of Sue's, has offered a loan of $40,000 if she believes that the business plan is feasible. 
Diane is willing to provide the funds as a 10-year loan and will charge an interest rate of 
10 percent. If Sue accepts the funds as a loan, then she will be the sole owner of CHC. 
However, she will have to pay Diane interest of $4,000 at the end of each year (computed 
as $40,000 X 10%). 

Alternatively, Diane is willing to provide the funds as an equity investment. This would 
make her an owner of the firm. In this case, Diane's investment would be two-thirds of the 
total investment in the firm, and she would receive two-thirds of the proceeds when the 
business is sold, perhaps several years from now. 

Sue realizes that CHC's earnings would be $4,000 higher each year if she accepts the 
funds as an equity investment rather than a loan, because she would avoid the interest ex¬ 
pense. This is the advantage of the partnership form of ownership. In addition, any losses 
incurred by CHC would be shared if she allows Diane to be a partner. 

If Sue uses the partnership form, however, she would receive only one-third of the 
proceeds when the business is sold, and Diane would receive the remainder. In addition, 
Sue would have to share the decision making with Diane. With the proprietorship form of 
ownership, Sue would receive the entire proceeds if she sells the business someday. Fur¬ 
thermore, she would have complete control. She believes that she can run CHC better by 
herself than if other partners are involved in the business decisions. 

After weighing the advantages and disadvantages of a sole proprietorship versus a 
partnership, Sue decides that the proprietorship is the more desirable form of ownership. 
She risks losing more of her own money as the sole proprietor, but she is willing to take 
that risk because she is confident that her business will be successful. 

Sue does not even consider the corporation form of ownership at this point because 
she is just starting a very small business. If she ever decides to expand the business by 
allowing for additional owners, the partnership form would be more appropriate than the 
corporation form. She would consider forming a corporation only if she plans to expand 
her health clubs throughout Texas. 
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Summary 


D A sole proprietorship is owned 
by a single person who often man¬ 
ages the firm as well. Its advantages 
are that all earnings go to the sole 
owner, it is easy to organize, the 
owner has complete control, and 
taxes may be lower. Its disadvan¬ 
tages are that the sole owner incurs 
all losses (if there are any), has un¬ 
limited liability, has limited funds, 
and may have limited skills to run 
the entire business. 

El A partnership has two or more 
co-owners who may manage the 
firm as well. It can allow for more 
financial support by owners than a 
sole proprietorship, but it also re¬ 
quires that control and profits of the 
firm be shared among owners. In 
addition, its owners have unlimited 
liability. 

El A corporation is an entity that 
is viewed as separate from its own¬ 
ers. Owners of a corporation have 
limited liability, while owners of sole 
proprietorships and partnerships 
have unlimited liability. 


The return and the risk from 
investing in a business are depen¬ 
dent on the form of business owner¬ 
ship. The return on equity is higher 
if a business can use a limited 
amount of equity. Sole proprietor¬ 
ships have the potential to generate 
a high return to the owners because 
there is only one owner. However, 
they are generally more risky be¬ 
cause of their limited funding, 
among other reasons. A business 
can reduce its risk by allowing addi¬ 
tional owners, but the tradeoff is 
that its profitability is spread among 
all the owners. 

^3 The common methods by 
which people can obtain ownership 
of existing businesses are as follows: 

► Assuming ownership of a family 
business 

► Purchasing an existing business 

► Franchising 

Assuming the ownership of a family 
business is desirable because a per¬ 
son can normally learn much about 
that business before assuming own¬ 
ership. Many people are not in a po¬ 
sition to assume a family business. 


however. Before purchasing an ex¬ 
isting business, one must estimate 
future sales and expenses to deter¬ 
mine whether making the invest¬ 
ment is feasible. Franchising may be 
desirable for people who will need 
some guidance in running the firm. 
However, the franchisee must pay 
annual fees to the franchisor. 

How the Chapter Concepts 
Affect Business 
Performance 

A firm's decisions regarding the 
business ownership concepts 
summarized here can aff ect the per¬ 
formance of a business. The partner¬ 
ship allows greater access to funding 
than the sole proprietorship. It also 
allows more people who can make 
business decisions, but that may also 
result in more conflicts about deci¬ 
sions. The corporation allows greater 
access to funding than either the 
partnership or the sole proprietor¬ 
ship. A larger number of investors 
can spread the risk, as business 
losses are shared. However, when 
more investors invest in a business, 
the business profits are spread to a 
greater degree among investors. 
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franchisor 176 
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Review & Critical Thinking Questions 


1. What are the key differences 
among a sole proprietorship, a 
partnership, and a corporation? 

2. List and briefly describe the ad¬ 
vantages and disadvantages of a 
sole proprietorship. 

3. Distinguish between a general 
partnership and a limited 
partnership. 

4. What is an S-corporation? 

What are the advantages of 
an S-corporation? 


5. What is a limited liability com¬ 
pany (LLC)? What are the differ¬ 
ences between an S-corporation 
and a limited liability company? 

6. How can stockholders earn a re¬ 
turn on their investment? 

7. Identify and explain the differ¬ 
ences between privately held 
and publicly held corporations. 

8. List and briefly describe the ad¬ 
vantages and disadvantages of a 
corporation. 


9. Explain why stockholders are 
concerned that managers may 
not always act in their best 
interests. 

10. Explain the difference between 
the corporate tax rate and the 
personal tax rate. 

11. Describe a franchise and identify 
its advantages and disadvantages. 

12. What are B2B franchises? Pro¬ 
vide some examples of B2B fran¬ 
chises. Why are B2B franchises 
popular? 


Discussion Questions 


1. Assume you are a management 
consultant. For each of the fol¬ 
lowing situations, recommend 
an appropriate form of business 
ownership: 

a. Four physicians wish to start 
a practice together, and each 
wants to have limited liability. 

b. A friend wants to open her 
own convenience store. 

c. An entrepreneur wants to ac¬ 
quire a large steel business in 
the United States. 

d. Five friends want to build an 
apartment complex and are 
not concerned about limited 
liability. 

2. What basic steps must be under¬ 
taken to organize a corporation 
in your state? 


3. Discuss and give examples of 
what you believe is the most 
common form of business own¬ 
ership in your hometown. 

4. Assume you are starting your 
own business. What decisions do 
you have to make concerning 
the type of ownership and con¬ 
trol of your business? 

5. Discuss the advantages and dis¬ 
advantages of starting your own 
business compared to buying a 
franchise. 

6. You are operating a sole propri¬ 
etorship with a single product 
line, men's hair shampoo. Ex¬ 
plain how a recession would 
affect your business versus a 
business with a more diversified 
product line. 


7. Discuss the benefits and costs of 
taking on other equity owners in 
your business. 

8. Discuss the advantages of a cor¬ 
poration. What aspects of control 
are given up when the firm uses 
the corporate ownership form? 

9. What are the disadvantages of 
unlimited liability in a sole pro¬ 
prietorship. What happens to the 
personal wealth of the owner if 
he or she is sued? Would this 
discourage you from starting up 
a sole proprietorship? 

10. Discuss the characteristics of an 
S-corporation and a corporation. 
What benefits apply to the own¬ 
ers of an S-corporation that are 
not available for other forms of 
business ownership? 


It’s Your Decision: Ownership at CHC 



1. One advantage of a partnership is that it allows partners to focus on their respective 
specializations. Should this advantage cause Sue Kramer to search fora partner for her 
health club business? 

2. How will CHC be taxed, given that Sue plans to be the sole owner? 


3. What is an advantage for Sue of starting her own health club instead of operating a 
franchise health club? 
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4. Explain how Sue's decision to be the sole owner will affect her marketing and produc¬ 
tion plans. How might the marketing and production plans be different if she had in¬ 
vited several investors to invest substantial amounts of equity in her business? 

5. A health club differs from manufacturing firms in that it produces a service rather than 
products. Why might Sue need other partners if she had established a manufacturing 
firm instead of a health club? 


Investing in a Business 


Using the annual report of the firm in which you would 
like to invest, complete the following: 

Q Each annual report contains an income statement, 
which discloses the firm's earnings before taxes, its 
taxes, and its earnings after taxes over the most re¬ 
cent year. Search for the table called "Income State¬ 
ment" and determine your firm's earnings before 
taxes, taxes paid, and earnings after taxes last year. 
What proportion of your firm's earnings were even¬ 
tually paid as taxes? 

Q Is your firm involved in franchising? If so, describe 
its franchises. Check its website to obtain franchise 
information. 


Describe any conditions mentioned in the annual 
report that expose the firm to risk. 

Q Explain how the business uses technology to pro¬ 
vide information about its form of business owner¬ 
ship. For example, does it use the Internet to 
disclose the form of business ownership it uses? 

Q Go to http://hoovers.com and locate the NEWS 
SEARCH. Type in the name of the firm in the space 
provided, and review the recent news stories about 
the firm. Summarize one recent news story about 
the firm that applies to one or more of the key 
concepts in this chapter. 


Case: Deciding the Type of Business Ownership 


Paul Bazzano and Mary Ann Boone are lifelong friends 
and have decided to go into business. They are not sure 
what form of business ownership and control to use. 
Paul would like to invest his savings of $25,000, but he 
does not want to take an active role in managing the 
day-to-day operations of the business. Mary Ann is a 
self-starter, enjoys cooking and baking, and has a vast 
number of pizza recipes. An existing pizza business is for 
sale for $50,000. Paul and Mary Ann both like the idea 
of investing in a business. Mary Ann has $5,000 she 
would like to contribute and believes that buying an ex¬ 
isting business has certain advantages. She likes the idea 
that Paul will not be an active owner and that she will 
have full control of the pizza operation. 

The existing business has sales of $150,000 and gen¬ 
erates earnings after taxes of $32,500. Mary Ann be¬ 
lieves the business can be expanded and foresees future 


growth by expanding into different locations through¬ 
out the Boston area. She projects two more stores in the 
next five years. 

Questions 

Q What form of business ownership would you rec¬ 
ommend for this business? 

| Would Mary Ann's form of ownership be any dif¬ 
ferent from Paul's? 

Q How could Paul and Mary Ann determine the re¬ 
turn on their investment after their first year of 
business? Assume that Paul and Mary Ann can bor¬ 
row the remaining $20,000 needed to finance the 
purchase when answering this question. 

Q Describe the risk of this business. 
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Video Case: Organization of Annie's Homegrown Business 


When Ann Whithey realized that consumers did not 
like the orange color of popcorn, she started a business 
to produce and sell white popcorn. She later decided to 
expand into other "smart foods" and obtained the nec¬ 
essary financing from external investors, called venture 
capitalists. In 1989, Ann decided to sell her firm and 
start another business that would focus on natural, 
organic foods. 

Ann initially established her business as a sole 
proprietorship. She focuses her time on being creative 
rather than on the day-to-day operations of the business 
and does not go to sales meetings. The small size of An¬ 
nie's Homegrown allows for considerable flexibility and 
enabled the company to get new products to market 
quickly. At the same time, because of the company's 
small size, creditors ask Ann herself to personally guar¬ 
antee repayment of the loans when the company ob¬ 
tains financing. 

Because of the popularity of the products, Annie's 
Homegrown expanded substantially. It went public in 
1996, allowing individual investors to invest in the firm, 
and providing Annie's with funds to support its growth. 


Questions 

Q What are the costs and benefits if Ann Whithey 
decided to keep her business small rather than ex¬ 
pand into a very large business? 

Q What kinds of conditions might lead Ann to ex¬ 
pand her business by raising equity capital? 

Q Why might Ann prefer to obtain funds by borrow¬ 
ing rather than than through issuing stock? 

Q When Ann needed funding in the earlier years of 
her business, she relied heavily on borrowed funds. 
In 1996, her firm raised funds through the is¬ 
suance of stock to the public. Why do you think 
that Ann was able to more easily raise funds 
through her stock offering in 1996 than if she at¬ 
tempted that financing strategy in the earlier years 
of her business? 

Q Do you think Ann would benefit from franchising 
her business? 


Internet Applications 


1. http://www.alllaw.com/articles/business_and 
_corporate/article3.asp 

Examine this website. What differences are presented 
here between S-corporations and corporations? What 
similarities are presented? What are the costs and 
benefits of both forms of business ownership? 


2. http://smallbusiness.yahoo.com/resources/ 
bizFilings.php?mcid=1 &scid=60 

Examine the information on different business forms 
of business ownership. Click on "Detailed State Incorpo¬ 
ration" information. How do different states handle in¬ 
corporation laws? What basic facts of incorporating can 
you identify under the Incorporation FAQ? What are 
the basic steps of forming a nonprofit corporation? 


Dell's Secret to Success 


MIL 


Go to http://www.reportgallery.com and review Dell's 
most recent annual report. Also, go to Dell's website 
(http://www.dell.com) and in the section "about Dell,'' 
review the background material about Dell that relates 
to this chapter. 


Questions 

Q Could Dell have achieved its existing level of busi¬ 
ness if it had been organized as a partnership in¬ 
stead of a corporation? Explain. 

Q When Michael Dell created the company in 1984, 
do you think Dell was a corporation? 

Q What do you think caused Dell to become a 
corporation? 
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True or False 

1. The legal requirements for establishing a sole pro¬ 
prietorship are very difficult. 

2. One advantage of sole proprietorships is that this 
form of ownership provides easy access to addi¬ 
tional funds. 

3. Limited partners are investors in the partnership 
and participate in the management of the business. 

4. The limited liability feature is an advantage of own¬ 
ing a sole proprietorship. 

5. When a corporation distributes some of its recent 
earnings to stockholders, the payments are referred 
to as capital gains. 

6. If the board of directors becomes displeased with 
the performance of the key officers, the board has 
the power to replace them. 

7. Publicly held corporations can obtain additional 
funds by issuing new common stock. 

8. Publicly held corporations are required to disclose 
financial information to the investing public. 

9. To incorporate a business, one must adopt a corpo¬ 
rate charter and file it with the state government 
where the business is to be located. 

10. The form of ownership of a firm should not be 
changed unless there are major tax advantages. 

11. Distributorships, chain-style businesses, and manu¬ 
facturing arrangements are all common types of 
franchises. 


Multiple Choice 

12. When entrepreneurs establish a business, they 
must first decide on the form of: 

a) divestiture. 

b) global expansion. 

c) joint venture. 

d) ownership. 

13. The following are possible forms of business owner¬ 
ship except for a: 

a) sole proprietorship. 

b) partnership. 

c) bureaucracy. 

d) corporation. 

14. Joe wants to form his own business. He wants to 
get started as quickly and inexpensively as possible 
and has a strong desire to control the business him¬ 
self. He is confident he will be successful and wants 
to keep all the profits himself. Joe's goals indicate 
he would probably choose to operate his business 
as a(n): 

a) limited partnership. 

b) limited liability company. 

c) S-corporation. 

d) franchise. 

e) sole proprietorship. 

15. A business owned by a single owner is referred 
to as a: 

a) partnership. 

b) sole proprietorship. 

c) limited partnership. 

d) corporation. 

e) subchapter S-corporation. 
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16. A disadvantage of a sole proprietorship is that: 

a) sole proprietors have very little control over the 
operations of the business. 

b) sole proprietors have unlimited liability. 

c) it is more difficult and expensive to establish 
than other forms of business. 

d) its earnings are subject to higher tax rates than 
other forms of business. 

e) sole proprietors are required to share the firm's 
profits with employees. 

17. Partners have unlimited liability in a: 

a) general partnership. 

b) corporation. 

c) limited partnership. 

d) cooperative. 

18. In a limited partnership: 

a) all partners have limited liability. 

b) the partnership exists only for a limited time pe¬ 
riod, or until a specific task is accomplished. 

c) the limited partners do not participate in man¬ 
agement of the company. 

d) the partners agree to operate in a limited geo¬ 
graphic area. 

e) no more than 100 partners may invest in the 
company at any one time. 

19. When two or more people, having complementary 

skills, agree to co-own a business, this agreement 

is referred to as a: 

a) partnership. 

b) sole proprietorship. 

c) cooperative. 

d) corporation. 

e) joint venture. 


20. A firm that has 100 owners or less and also meets 
other criteria may choose to be a so-called: 

a) cooperative. 

b) proprietorship. 

c) joint venture. 

d) S-corporation. 

e) bureaucracy. 

21. A general partnership that protects a partner's per¬ 
sonal assets from the negligence of other partners 
is called a: 

a) limited liability company. 

b) cooperative. 

c) private corporation. 

d) master limited partnership. 

e) protected partnership. 

22. A corporation is: 

a) easier to form than other types of businesses. 

b) a state-chartered entity that is legally distinct 
from its owners. 

c) a business that is owned and operated by a 
government agency. 

d) a form of business that is legally exempt from 
paying taxes on earnings. 

e) simply another term for a large sole 
proprietorship. 

23. The_has the most potential for raising a large 

amount of funds: 

a) proprietorship. 

b) corporation. 

c) limited partnership. 

d) unlimited partnership. 

e) S-corporation. 
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24. Important aspects of a corporation, such as the 
name of the firm, information about the stock is¬ 
sued, and a description of the firm's operations, are 
contained in a: 

a) mission. 

b) policy. 

c) charter. 

d) plan. 

e) venture. 

25. The members of the board of directors of a corpora¬ 
tion are chosen by the corporation's: 

a) president and chief executive officer. 

b) creditors. 

c) general partners. 

d) stockholders. 

e) charter members. 

26. When ownership of a small corporation is restricted 
to a small group of investors, it is: 

a) publicly held. 

b) government owned. 

c) bureaucratic. 

d) privately held. 

e) perfectly competitive. 

27. When a corporation's shares can be easily pur¬ 
chased or sold by investors, it is: 

a) publicly held. 

b) privately held. 

c) institutionalized. 

d) monopolized. 

e) franchised. 

28. People become owners of a corporation by 
purchasing: 

a) shares of stock. 

b) corporate bonds. 

c) retained earnings. 

d) inventory. 

e) accounts receivable. 


29. Agency problems are least likely in: 

a) sole proprietorships. 

b) limited liability companies. 

c) general partnerships. 

d) publicly held corporations. 

e) privately held corporations. 

30. When stockholders of a corporation sell shares 
of stock for more than they paid for them, 
they receive a: 

a) dividend. 

b) premium. 

c) capital gain. 

d) discount. 

e) stock option. 

31. The return on investment in a firm is derived from 
the firm's ability to earn: 

a) assets. 

b) liabilities. 

c) profits. 

d) expenses. 

32. The total amount invested in a company by its 
owners is called: 

a) the corporate margin. 

b) equity. 

c) working capital. 

d) the stock premium. 

e) treasury stock. 

33. The degree of uncertainty about future earnings, 
which reflects an uncertain return to the owners, is 
known as: 

a) certainty. 

b) profits. 

c) risk. 

d) equity. 

e) dividends. 
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34. An arrangement whereby business owners allow 
others to use their trademark, trade name, or copy¬ 
right under specified conditions is a: 

a) franchise. 

b) labor union. 

c) bureau. 

d) joint venture. 

e) cartel. 

35. A business that is allowed to use the trade name 
of a company and follows guidelines related to the 
pricing and sales of the products is a: 

a) joint venture. 

b) monopoly. 

c) chain-style business. 

d) sole proprietorship. 

36. All of the following are common types of franchise 
arrangements except: 

a) business agencies. 

b) chain-style businesses. 

c) manufacturing arrangements. 

d) distributorships. 


37. Sharing profits and less control of the business 
ownership are two common disadvantages of: 

a) sole proprietorships. 

b) downsizing. 

c) divestiture. 

d) franchising. 

38. Advantages of business-to-business franchises in 
elude all of the following except: 

a) tax advantages. 

b) smaller initial investment. 

c) ability for home-based work. 

d) substitution of computer technology for 
employees. 








Chapter 


Tutoring is an example of a business 
that can be very successful because 
there is a need for it and the start-up 
costs are low. 


The Learning Goals 
of this chapter are to: 


Identify the advantages and 
disadvantages of being 
an entrepreneur and 
creating a business. 


Identify the market conditions that should 
be assessed before entering a market. 


Explain how a new business can 
develop a competitive advantage. 


Explain how to develop 
a business plan. 
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Identify the risks to which a business 
is exposed, and explain how 
they can be managed. 


Entrepreneurship and 
Business Planning 


Entrepreneurs seek to create a 
business that will generate profits 
for themselves. They search for 
opportunities where they may be 
able to offer consumers a product 
or service that is either priced 
lower or of better quality than 
what is offered by existing firms. In 
this way, they may be able to sat¬ 
isfy customers and generate rev¬ 
enue. They also hope to produce 
the product at a relatively low cost 
so that their revenue exceeds their 
cost, resulting in profits. 

People do not need to be geniuses 
to establish their own business 


ideas. They simply need to recog¬ 
nize the market's need for a partic¬ 
ular product or service that they 
could provide. Consider the case 
of Rob Mason, who just graduated 
from college and is considering 
creating his own business. While 
in college, he frequently worked 
as a tutor for students to earn 
money. He believes that there may 
be a need for a full-time tutoring 
business. 

Rob needs to make several deci¬ 
sions that will influence the suc¬ 
cess of his business. Specifically, 
Rob must: 


► Determine whether his per¬ 
sonality fits the entrepreneur¬ 
ial profile. 

► Determine how to capitalize 
on market conditions. 

► Develop a competitive 
advantage. 

► Develop a business plan. 

► Determine how to manage 
the risk of his business. 
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i 


Identify the advantages 
and disadvantages of 
being an entrepreneur 
and creating a business. 


Creating a New Business 


Each year, hundreds of thousands of small businesses are created. Though 
the largest businesses receive the most publicity, small businesses are 
vital to the economy. More than 99 percent of all firms have fewer than 
500 employees. Small businesses are created by entrepreneurs who have 
a business idea and are willing to invest their own money to back the 
idea. Many new businesses are created with a very small amount of 
money, which limits the amount of funds that the entrepreneur might 
lose. Here is a brief summary of how three successful small business were 
created: 

► Domino's Pizza (of Ann Arbor, Michigan) is a classic example of a busi¬ 
ness that started with little funding. It was established when Tom Mon¬ 
aghan (a college dropout) and his brother bought a bankrupt pizza 
parlor in 1960. Tom had to borrow the $500 that he needed to invest 
in the firm. Later, he bought his brother's interest in the business. 
Domino's Pizza now generates sales of about $1 billion per year. 

► Jeremy's MicroBatch Ice Cream (of Philadelphia, Pennsylvania) ap¬ 
plied the microbrewery concept to ice cream. It makes ice cream in 
small quantities and sells it in limited editions. The owner, Jerry Kraus, 
created the business idea for a class project when he was a student at 
the University of Pennsylvania. 

► Glow Dog, Inc. (of Concord, Massachusetts), sells light-reflective cloth¬ 
ing for pets. The owner, Beth Marcus, thought of this business idea 
when she was walking her dog at night and realized that the dog was 
not visible to passing motorists. After just two years in business, her 
firm averaged annual sales of more than $1 million. 

The point of these examples is that business ideas are not restricted to un¬ 
usual inventions, as many simple ideas have led to successful businesses. 
Many business ideas are revisions of a previous business idea that failed. 


Domino's Pizza recognized 
that many consumers 
wanted their pizza delivered 
to them, and it provided this 
service before many of its 
competitors. 
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Some of the more useful 
websites on starting a small 
business are: 

► Yahoo !'s Small Business 
site (http://smallbusiness 
.yahoo.com) 

► American Express 
(http://americanexpress 
.com/smallbusiness) 

► Small Business Adminis¬ 
tration (http://www 
.sbaonline.sba.gov) 

► Quicken Small Business 
(http://www.quicken 
.com/small_business) 


For example, many restaurant businesses have failed in one location, but 
succeeded when they were moved to a different location. 


Online Resources for Creating a Business 

Starting a small business can be a difficult process. Business publications 
and the Small Business Administration (SBA) have been the usual sources 
for advice. Financing has primarily been available through local financial 
institutions and has been relatively difficult to obtain. 

The Internet has made this process much easier. A variety of sites pro¬ 
vide advice about starting a business. Information on government grants, 
advice about specific industries, business plan templates, and discussions of 
legal issues are readily available. 

Yahool's Small Business site (http://smallbusiness.yahoo.com) is a 
good place to find links to more specific information. American Express 
(http://americanexpress.com/smallbusiness) provides information about 
building a business. The SBA (http://www.sbaonline.sba.gov) offers infor¬ 
mation about government programs and other relevant information for 
small businesses. 

Obtaining financing is crucial to beginning any business, and there are 
sites to facilitate this process, too. Quicken Small Business (http://www 
.quicken.com/small_business) matches entrepreneurs with lenders. Once 
a questionnaire has been completed, the site offers advice on the most 
appropriate financing. It also provides a list of interested banks and the ap¬ 
propriate applications. Garage.com (http://www.garage.com) targets start¬ 
up companies in the high-tech sector and matches the companies with 
investors. The Elevator (http://www.thelevator.com) also matches entre¬ 
preneurs with investors and does not restrict itself to high-tech firms. The 
Internet is always changing, so the sites listed here may become obsolete. 
Nevertheless, a simple search for small business resources will find nu¬ 
merous sites with much information. 


Pros and Cons of Being an Entrepreneur 

People are not born entrepreneurs. They choose to be entrepreneurs, 

rather than working as employees for a business. Some of the more im¬ 
portant advantages of being an entrepreneur are: 

► As an entrepreneur, you may possibly earn large profits on your busi¬ 
ness, and therefore earn a much higher income than if you worked for 
another business. 

► You can be your own boss and run the business the way that you want. 

► Because you are in control, you do not need to fear being mistreated 
by a boss or being bred. 

► You have the satisfaction of working in a business that you created, and 
you will likely be more willing to work because you are directly re¬ 
warded for your work in the form of higher business profits. 

Being an entrepreneur also has some disadvantages that should be 

considered: 

► You may possibly incur large losses and could even lose your entire in¬ 
vestment in the business. 
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The singer Beyonce is an 
entrepreneur. She has cre¬ 
ated music that appeals to 
customers around the world. 



► Though you may be in control of the business, you have to ensure 
that the business functions properly. Being in control does not nec¬ 
essarily mean that you can skip work whenever you desire; the in¬ 
come you earn is tied to how well the business is managed on a daily 
basis. 

► Though, as the owner of a business, you will not be fired, you could 
still lose your source of income if the business fails. 

Entrepreneurial Profile 

Entrepreneurs tend to have specific characteristics that distinguish them 
from other people. While entrepreneurs may have numerous characteris¬ 
tics, most fit the following profile. Consider whether you fit the entrepre¬ 
neurial profile. 

► Risk Tolerance Entrepreneurs must be willing to accept the risk of losing 
their business investment. 

► Creativity Entrepreneurs recognize ways to increase customer satisfac¬ 
tion. They may detect a need by customers for a product or service that 
does not exist, and then attempt to satisfy that need. Or they may rec¬ 
ognize that an existing product or service has deficiencies and attempt 
to improve on it. 

► Initiative Entrepreneurs must be willing to take the initiative to make 
their ideas happen. They are able to recognize challenges and deal with 
them directly. To take the initiative, entrepreneurs need to have ambi¬ 
tion and be persistent. 

All of these characteristics are needed. Risk tolerance is necessary to invest 
in a new business. Creativity is needed not just to create a business idea, 
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Decision Making 


2 


Identify the market 
conditions that should be 
assessed before entering 
a market. 


but to make the idea work. It may be used to detect customers' preferences 
for a new product, to design a new product that will satisfy customers, to 
ensure efficient production of that product, and to advertise the product. 
The business idea is just a part of the overall process necessary to have a 
successful business, however. Creativity is also required to expand the 
business's product line and to compete against other firms that produce re¬ 
lated products. Initiative and ambition are necessary to obtain information 
before making decisions about where to produce, how much to produce, 
how to advertise, and how to obtain financing. 

There are creative people who do not have the initiative, ambition, or 
risk tolerance to capitalize on their creativity. They may believe that a 
specific new product would be popular, but they lack the initiative, risk 
tolerance, or ambition to pursue the business idea. Conversely, there are 
people who have initiative, but lack creativity. They may not be able to rec¬ 
ognize the need for a new product or an improved product. 


Deciding Whether to Create a New Business 

N ow that Rob Mason has graduated from college, he wants to establish a business of 
tutoring business students on a full-time basis (as mentioned at the beginning of the 
chapter). Rob considers whether his personality traits fit the entrepreneurial profile. He is 
willing to take the risk that a business he creates might fail. He is very creative and has al¬ 
ways had ideas about how businesses could more effectively serve customers. Finally, he 
has the initiative to implement his business ideas. Rob can start the tutoring business with 
very limited funds because he can attempt to attract customers (students who need tutor¬ 
ing in business courses) with ads on bulletin boards around the campus. He will also rely on 
referrals for business. He will not need an office as he can tutor students in a quiet place on 
campus. 

1. What is the service that Rob's business produces? 

2. Why does the success of this business depend on customer satisfaction? 

ANSWERS: 1. Rob produces knowledge and a learning process. 2. The demand for his business is dependent on referrals, 
and there will be more referrals if customers are satisfied. 


Assessing Market Conditions 


Before creating a new business for a particular market, the following con¬ 
ditions in that market should be considered: 

► Demand 

► Competition 

► Labor conditions 

► Regulatory conditions 
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Demand 

Every product has its own market, where there are consumers who pur¬ 
chase the product and businesses that sell the product. In the market for 
personal computers (PCs), there is demand by millions of people for PCs, 
and there are many businesses (such as Dell and Hewlett-Packard) that 
produce PCs to accommodate that demand. There is also a market for 
services such as those provided by hairstylists, dentists, and mechanics. 
Since these services cannot be shipped, the demand for services within 
an area is accommodated by firms within that area. For example, the 
entire demand for auto mechanic services in a specific small town may be 
accommodated by a total of three auto mechanic businesses. Thus, there 
are many markets for a single service, with each market representing a 
specific area. 

Over a given time period, firms in a specific market can perform much 
better than others because the total demand for the products in that mar¬ 
ket is high. The demand for most products is partially influenced by gen¬ 
eral economic conditions because consumers tend to buy more products 
and services when the economy is strong and they have a good income. 
The demand is also influenced by conditions within the specific market of 
concern. The demand for baby clothes is highly dependent on the number 
of children that are born. The demand for hotels in Florida during the win¬ 
ter is partially dependent on the weather in the northern states. In cold 
winters, more tourists travel to Florida. 

The demand within a particular market changes over time. When it 
increases, the businesses within that market tend to benefit because their 
sales increase. Entrepreneurs tend to develop new businesses in mar¬ 
kets where there is a strong demand so that they can benefit from that 
demand. 

Just as an increase in demand is beneficial to firms in that market, a 
decline in demand has adverse effects. Consider the case of Bell Sports Cor¬ 
poration, which was once the largest producer of motorcycle helmets. It 
experienced a decline in business because the demand for these helmets 


Bell Sports Corporation 
shifted from its initial product 
of motorcycle helmets 
toward bicycle helmets and is 
always attempting to refine 
its helmets to serve the pref¬ 
erences of its customers. 
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market share 

a firm's sales as a proportion of the 
total market 


segments 

subsets of a market that reflect a 
specific type of business and the 
perceived quality 


leveled off. As the demand for bicycles increased, Bell switched its produc¬ 
tion process to make bicycle helmets instead. It also began to produce other 
bicycle accessories, such as child seats, safety lights, and car racks. In this 
way, it diversified its product line so that it was not completely reliant on 
its bicycle helmet business. 

Competition 

Each business has a market share, which represents its sales volume as a 
percentage of the total sales in a specific market. If the total sales in the 
market for a particular product are $10 million this year, a firm that expe¬ 
rienced sales of $2 million has a market share of 20 percent (computed as 
$2 million divided by $10 million). That is, the firm has 20 percent of the 
market. 

If the competition within a particular market is limited, firms can more 
easily increase their market share and therefore increase their revenue. In 
addition, they may also be able to increase their price without losing their 
customers. Therefore, entrepreneurs prefer to pursue markets where com¬ 
petition is limited. 

When competition in a particular market increases, it can reduce each 
firm's market share, thereby reducing the quantity of units sold by each 
firm in the market. $econd, a high degree of competition may force 
each firm in the market to lower its price to prevent competitors from tak¬ 
ing away its business. Consider the intense competition recently in the 
market for long-distance phone services. 

Firms that compete within a market for a particular product or service 
typically want to increase their market share. However, all firms cannot in¬ 
crease their share simultaneously. One firm's increase in market share oc¬ 
curs at the expense of another firm's decline in market share. For example, 
suppose that in a particular market (such as a small town), there will be a 
total of 6,000 visits to dentists this year. That is, the total demand for den¬ 
tistry services in one year is 6,000. At this time, there are two dentists in 
the market. If a new dentistry business enters the market, any customers 
that it attracts will represent a reduction in business for the other two den¬ 
tists. As a new business penetrates (enters) a market, it takes a portion of 
the market from other firms. Thus, it gains market share, while other firms 
may lose market share. $ince its competitors prefer not to give up any of 
their market share, they may use various business strategies to counter the 
entrance of a new business into the market. It is difficult for a new busi¬ 
ness to continually increase its market share, especially when additional 
new businesses enter the market. 

Competition within Segments Each market has segments, or subsets that 
reflect a specific type of business and the perceived quality. Thus, a market 
can be narrowly defined by type of business and quality. $egmenting the 
market in this way allows a firm to identify its main competitors so that 
they can be assessed. 

A market can be segmented by specific types of customers. For ex¬ 
ample, in the car rental market, some firms (such as Hertz) focus heavily 
on business customers, while others (such as Dollar and Payless) focus 
more on individuals who are on vacation. Thus, an entrepreneur who 
plans to create a new car rental business must decide which segment to 
enter. This decision will affect the types of customers that it targets for its 
business. 
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Small Business Survey 


Competition 

Based on a recent National Small Business poll conducted for the NFIB Research 
Foundation, small businesses see their main competition as shown below: 



Many 

competitors 

49 % 


Other 

2 % 


One competitor 

6 % 

A few competitors 
43 % 


In general, most small businesses are concerned about more than one competitor. 

When asked how the number of competitors has changed in the last three 
years, the small businesses responded as follows: 


Increased 


Less 

— competition 
13 % 


No change in 
competition 


48 % 



When asked where their main competition is located, the small businesses 
responded as follows: 


Other 

10/ Outside 



When asked about exposure to competition from Internet and mail-order com¬ 
panies, 9 percent of small businesses stated that they faced significant competition 
from this type of company, while 16 percent stated that they faced marginal compe¬ 
tition from this type of company. 
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Global Busin 


Assessing a Market from a Global Perspective 


W hen U.S. firms engage in international business, they 
must consider the segments within the foreign coun¬ 
tries of concern. A specific product that is classified in a 
specific segment in the United States may be classified in a 
different segment in other countries. A product that is per¬ 
ceived as an inexpensive necessity in the United States 
may be perceived as an expensive luxury product in less- 
developed countries. U.S. firms may revise the quality and 


price of their products to satisfy a particular market segment. 
For example, household products that U.S. consumers view 
as basic necessities may not be affordable to consumers in 
some less-developed countries, so entrepreneurs consider¬ 
ing producing such products would need to revise their 
strategies for competing in those markets. They may need to 
price their products low enough in those countries to attract 
demand. 


Exhibit 6.1 

Identifying Market Segments 




Corvette 


BMW 325 


Price per 
Product 



Toyota Celica 




Cavalier 


Ford Escort 


Perceived Quality 


A market may also be segmented by quality. Exhibit 6.1 shows differ¬ 
ent quality segments (based on customer perceptions) in the market for 
small cars. Each type of car in this market is represented by a point. Some 
cars, such as the BMW and the Corvette, are perceived to have high qual¬ 
ity (measured according to engine size and other features that customers 
desire) and a relatively high price. Other cars have a moderate quality level 
and a lower price, such as the Toyota Celica. The Ford Escort and the Chevy 
Cavalier represent cars in a lower quality and price segment. Because each 
consumer focuses only on one particular market segment, the key com¬ 
petitors are within that same segment. For example, the Escort and Cava¬ 
lier are competitors within the low-priced segment. The Escort is not 
viewed as a competitor to the higher-priced cars. Tf a car company wants 
to produce a new small car, it assesses the competition according to the seg¬ 
ment that it plans to target. 
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Unionized businesses are 
commonly subjected to 
strikes by their workers. 



Labor Conditions 

Some markets have specific 
labor characteristics. The cost 
of labor is much higher in in¬ 
dustries such as health care 
that require specialized skills. 
Unions may also affect the 
cost of labor. Some manu¬ 
facturing industries, particu¬ 
larly those in the northern 
states, have labor unions, and 
labor costs in these industries 
are relatively high. Industries 
that have labor unions may 
also experience labor strikes. 
Understanding the labor en¬ 
vironment within an indus¬ 
try can help an entrepreneur 
estimate labor expenses and 
decide whether a new busi¬ 
ness could produce products 
at lower costs than existing 
firms. 


Regulatory Conditions 

The federal government may enforce environmental rules or may prevent 
a firm from operating in particular locations or from engaging in particu¬ 
lar types of business. For example, Blockbuster is affected by state and 
federal regulations regarding advertising, consumer protection, provision 
of credit, franchising, zoning, land use, health and safety, and working 
conditions. 

Although all industries are subject to some form of government regu¬ 
lation, some industries face especially restrictive regulations. Automobile 
and oil firms have been subject to increased environmental regulations. 
Firms in the banking, insurance, and utility industries have been sub¬ 
ject to regulations on the types of services they can provide. Companies 
such as Amazon.com that rely heavily on the Internet for their business 
are exposed to some additional regulations governing the Internet and 
e-commerce. For example, they could be affected by laws regarding the 
protection of consumer data. If more regulations are implemented to en¬ 
sure greater protection, the costs to Amazon.com of running its business 
could increase. Entrepreneurs who wish to enter any industry must rec¬ 
ognize all the regulations that are imposed on that industry. 

Firms that are already operating in an industry must also monitor 
industry regulations because they may change over time. For example, 
recent reductions of regulations in the banking industry have allowed 
banks more freedom to engage in other types of business. Some banks 
have attempted to capitalize on the change in regulations by offering new 
services. 
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Small Business Survey 


Impact of Regulations on Small Businesses 

In a recent National Small Business poll conducted for the NFIB Research Founda¬ 
tion, small business owners were asked if government regulations are a problem. 
Their responses are shown here: 



26% 


Yes, 

somewhat 

serious 

27% 


They were also asked the single greatest problem they face as a result of govern¬ 
ment regulation.Their responses are shown here: 


Keeping up 
with new 
regulations 
7% 


Limits on 
business 
activities 
- 7% 


Required 
paperwork 
26% 


Costs of 
complying with 
regulations 
22 % 



Time 

delays 

9% 


Understanding 
how to comply — 

22 % 


Summary of Market Conditions 

An entrepreneur must consider all of the market conditions identified here 
before deciding to create a new business. The means by which these con¬ 
ditions affect the potential performance of the business are shown in Ex¬ 
hibit 6.2. Demand and competition affect the demand for a firm's products 
and therefore affect its revenue. Since these conditions also influence the 
quantity of products that a new business would produce, they also affect 
operating costs, such as manufacturing and administrative expenses. Any 
changes in the labor and regulatory environments typically affect the ex¬ 
penses of a new business. 
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Exhibit 6.2 

Effects of Market Conditions 
on a Firm's Performance 


Decision Making 


3 

Explain how a new 
business can develop a 
competitive advantage. 



How to Capitalize on Market Conditions 

R ecall that Rob Mason plans to establish a tutoring business on campus. He has reviewed 
the market conditions that could affect the success of his business. First, the demand 
for tutoring services on campus is high. Many students are willing to hire a tutor, especially 
before exams. The business would face competition, mainly from students who are tutoring 
part time, just as Rob did when he was in school. However, many of these tutors are not 
very effective at tutoring, even though they understand the material. Rob has more experi¬ 
ence as a tutor and has established a good reputation among business students for his 
tutoring. The university has no regulations that would prevent Rob from establishing a 
tutoring business. Based on his overall assessment of the market conditions, he decides 
that the tutoring business could be successful. 

1. Explain why the demand for Rob's tutoring service may be much greater at some times 
of the year than others. 

2. Explain why Rob might have difficulty charging a very high price for his tutoring. 

ANSWERS: 1. The demand may be high during midterm exams and at the end of a semester but not at other times. 2. Rob's 
competitors are student tutors who normally do not charge a high price for tutoring, so if he charges a high price, he may 
lose some business to his competitors. 


Developing a Competitive Advantage 


Once entrepreneurs have identified and assessed their key competitors, 
they can search for ways to increase or at least maintain their market share. 
They must assess their specific market segment to determine whether they 
have a competitive advantage. 

Key Advantages 

While businesses use numerous strategies to develop a competitive advan¬ 
tage, most strategies are intended to produce products more efficiently or 
to produce a higher quality. 
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Produce Products Efficiently If a new business can produce a product of simi¬ 
lar quality at a lower cost, it can price the product lower than its com¬ 
petitors. This should enable the new firm to take away some of its 
competitors' market share. The low production cost may result from effi¬ 
cient management of the hrm's employees (human resources) and its pro¬ 
duction process. 

Some entrepreneurs attempt to achieve a price advantage even when 
they do not have a cost advantage. For example, an entrepreneur may no¬ 
tice that the only gas station in a populated area is charging high prices for 
its gasoline. The entrepreneur may consider establishing a new gas station 
in the area, with lower prices as its competitive advantage. However, the 
existing gas station may lower its prices in response to the new competitor. 
In this example, the entrepreneur's competitive advantage may be elimi¬ 
nated unless it has a cost advantage. 

New airlines commonly attempt to achieve a price advantage over their 
competitors by advertising special fares on various routes over a particular 
period. The objective is to attract a higher demand by pulling customers 
away from other airlines. In many cases, the other airlines respond by 
lowering their airfares by the same amount. If some of the airlines are 
less efficient, however, they may not be able to continue the low fares 
for a long period of time (because their costs may exceed the fares 
charged). Thus, the new firms may drive the inefficient competitors out of 
the industry. 

Produce Higher-Quality Products If a new business can produce a product of 
higher quality without incurring excessive costs, it has a competitive ad¬ 
vantage over other competitors in the same price range. Various charac¬ 
teristics may cause a product to be of better quality. It may be easier to use, 


Some new businesses, like 
JetBlue, owe part of their 
success to their ability to 
provide their services 
more efficiently than their 
competition. 
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Small Business Survey 


Quality as a Competitive Advantage 

In a recent National Small Business poll conducted for the NFIB Research Founda¬ 
tion, small business owners were asked whether achieving the highest quality for 
their existing products or services is part of their strategy to develop a competitive 
advantage. Their responses are shown here: 


Not a significant part 
of their competitive 
strategy 
5% — 



Significant part of their 
- competitive strategy 


86 % 


The small business owners were also asked whether better service is part of their 
strategy to develop a competitive advantage.Their responses are shown here: 



Moderate part of 
their competitive 
strategy — 

8% 


Significant part 
of their 
competitive 
strategy 
83% 


Not a part of 
their competitive 
strategy 
8% 


Other 

1 % 


last longer, or provide better service. The specific characteristics that deter¬ 
mine perceived quality vary among products. For soft drinks, quality may 
be measured by taste. For outdoor furniture, quality may be measured by 
durability. For computers, quality may be measured by ease of use, the ser¬ 
vice provided, and processing speed. By achieving higher quality, a firm 
can satisfy customers to a greater degree. 

Using the Internet to Create a Competitive Advantage 

Many firms rely on the Internet to create a competitive advantage. They 
establish a website, where they advertise their products. Web-based busi¬ 
nesses can accept credit card payments online for their products and then 
ship the products to customers. Some Web-based businesses rely com- 
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pletely on their website for all of their business, while other Web-based 
businesses rely on their website to complement their existing operations. 

Advantages of a Web-Based Business One of the most important advantages of 
a website is that it may be able to replace a store. Amazon.corn's website 
serves as a great example of how a website can provide personalized ser¬ 
vice to customers. The site allows customers to use a search term to browse 
existing books for sale and to access information and opinions by previous 
purchasers about any book. The site can also inform customers about other 
books that are related to the book they are viewing. It can even remind 
them about other books that they have purchased recently. In many ways, 
the site provides personalized service beyond what you would normally 
expect to receive in a bookstore. 

A business website can be especially effective in reducing expenses 
when it provides services in the form of information. Many travel services 
such as flights, hotel rooms, and car rentals can be easily booked online. 
Some travel agencies do all of their work through their website, while oth¬ 
ers use the website to complement their existing shops. Hotels, airlines, 
and car rental agencies rely on some travel agencies to book reservations. 
In addition, they have established their own websites so that customers can 
make reservations there. 

Consider a business website that can fulfill orders by customers online. 
If the website is used instead of a physical store, the business avoids the 
high cost of renting store space. Consequently, a website creates opportu¬ 
nities for many entrepreneurs who cannot afford to rent space. It may also 
avoid the cost of employees who would be needed to accept payments in 
the store or serve customers. 

Another benefit of a Web-based business is that it can reach additional 
customers and therefore increase the revenue that the business generates. 
Some websites focus on providing information about what the business 
sells. Car dealers offer information about their latest models. Restaurants 
provide updates on their menus. Many retail stores do not view the Inter¬ 
net as a perfect substitute for the store, however, because some shoppers 


Some businesses, such as 
DeliveryWine.com have used 
the Internet to take orders 
and deliver products.This 
allows consumers to shop 
from their computers. 
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still prefer to shop at a store. Nevertheless, by establishing a website, stores 
can appeal to other shoppers who have no interest in going to a store. Fur¬ 
thermore, they can advertise their products and attract more customers to 
the store. 

Expenses of a Web-Based Business 

Along with the competitive advantages, some expenses are associated with 
a Web-based business. First, there is the cost of developing a website and 
installing a shopping cart system on the site to accept orders. A Web design 
firm may charge as little as $500 to develop a basic website for a business, 
but a very comprehensive website can cost more than $20,000. 

$econd, a firm is needed to screen the credit card payments and ensure 
that the customers are using legitimate credit cards. This firm will accept 
payment and deposit the funds received into a bank account established by 
the business. It will charge a monthly fee for its services. In addition, the 
business will have to pay fees to credit card sponsors (MasterCard, Visa, 
etc.), such as 3 percent of the payments. 

Third, businesses commonly pay a website firm a small monthly fee to 
host the site and ensure that the site is constantly accessible to potential 
clients. 

Fourth, a business may need to pay marketing expenses to increase its 
visibility to customers. A business may rely on search engines (such as 
Google or Yahoo!) to direct customers to its site, but many other competi¬ 
tive websites may offer similar products. Furthermore, many websites that 
are not trying to sell products may receive higher priority from search en¬ 
gines. Consequently, a search online by a customer for a particular prod¬ 
uct may result in a list of more than 1,000 websites. Few customers are 
likely to search beyond the first 10 sites on the list. Thus, a business may 
need to hire a Web marketing firm to help it receive higher priority on 
search engines. Consider how many more customers would visit a website 
if it is the very first site, rather than the fiftieth site, shown by a search en¬ 
gine in response to a specific search term. 

Using SWOT Analysis to Develop 
a Competitive Advantage 

Entrepreneurs commonly use SWOT analysis to develop a competitive ad¬ 
vantage. The acronym SWOT stands for strengths, weaknesses, opportuni¬ 
ties, and threats. Thus, a new business can use 5WOT analysis to assess its 
own strengths (such as a lower price or higher quality) and weaknesses, as 
well as the external opportunities and threats it faces. 

For example, when Amazon.com was created, its strengths included 
the creativity of its employees and its ability to apply technology. A possible 
weakness was the lack of traditional retail outlets to sell books (although 
that is also its strength because Amazon.com can avoid intermediaries). Its 
opportunities were the potential markets for other related products online 
and the potential growth in the demand for online services in foreign 
countries. Its threats included competitors that could create similar online 
book businesses to provide the same type of services for consumers. 

$WOT analysis is useful for existing businesses as well as for new 
businesses. It can help direct a firm's future business by using the firm's 
strengths to capitalize on opportunities, while reducing its exposure to 
threats. 
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Small Business Survey 


Technology as a Competitive Advantage 

In a recent National Small Business poll conducted for the NFIB Research Founda¬ 
tion, small business owners were asked whether they rely on technology as part of 
their strategy to develop a competitive advantage.Their responses are shown here: 


Other 

1 % 


Not a part of their 
competitive strategy 
r— 20% 



Decision Making Developing a Competitive Advantage 

A s Rob Mason planned his tutoring business, he realized that he would need to provide 
his service in an efficient manner. Fie is able to use quiet areas on campus for his tutor¬ 
ing and therefore does not have any business expenses associated with renting an office or 
facility for his business. Fie also needs a competitive advantage over other tutors. For each 
business course in which he can serve as a tutor, he has developed a large number of prac¬ 
tice questions. This distinguishes him from other tutors, who typically just try to explain 
difficult concepts to the students. Rob believes that by helping students work on practice 
questions, they will be better prepared for exams. Fie asks them to take his practice exam 
before he begins tutoring them so that he can focus on the areas where they are weakest. 
At the end of the sessions, he has them take a practice exam again to demonstrate how 
much they have learned from his tutoring. Rob's tutoring process is very organized, and he 
uses this process as his competitive advantage. 

1. Flow can Rob make students aware of his competitive advantage? 

2. Flow can Rob determine whether he is providing a quality service for his customers? 

ANSWERS: 1. He could advertise the tutoring process that he uses on his website. 2. He could assess their improvement on 
his practice exams, or on their actual exams, or he could ask each student to rate his tutoring performance after the sessions 
have been completed. 


4 

Explain how to develop 
a business plan. 


Developing the Business Plan 


After entrepreneurs assess markets and consider their competitive advan¬ 
tages, they may decide to create a particular business. They will need to 
develop a business plan, which is a detailed description of the proposed 
business, including a description of the product or service, the resources 
needed for production, the marketing needed to sell the product or service, 
and the financing required. 
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Out of 
Business 


uou mi b a Business plan 

THAT SHOWS HOW VOU WILL- 
USE THE FUNDS OUR BANK 
IFNOS^OUROOMRW? 


VVW. SURF' OUR PLAN IS TO 
BORROW PROW ANOTHER 
BANK JUST IN TIME TO 
PAT OFF VOUR LOAN. 



business plan 

a detailed description of the pro¬ 
posed business, including a de¬ 
scription of the product or service, 
the types of customers it would 
attract, the competition, and the 
facilities needed for production 


The business plan forces the entrepreneurs to think through the details 
of how they would run the business. Thus, it serves as a checklist to ensure 
that they have considered all the key functions of the business. Second, the 
entrepreneurs can provide the business plan to investors who may be will¬ 
ing to serve as partial owners or to various creditors (such as commercial 
banks) that may be willing to provide business loans. Thus, the business 
plan should be clear and must convince others that the business will be 
profitable. If investors do not believe in the business plan, they will be un¬ 
willing to invest funds in the business. If creditors do not believe in the 
plan, they will not supply any loans. In that case, the entrepreneurs will 
have to rely only on their own funds, which may not be sufficient to sup¬ 
port the business. 

The business plan's usefulness is not limited to helping the entrepre¬ 
neurs raise funds to support the opening of the business. The plan will be 
used as a guide for making business decisions throughout the life of the 
business. It provides a sense of direction for the business's future develop¬ 
ment. The success or failure of any firm is partially dependent on its busi¬ 
ness plan. Many business planning packages and software are available 
and can be used to develop the business plan. However, the key contents 
of the business plan require the vision and insight of the entrepreneur. A 
complete business plan normally includes an assessment of the business 
environment, a management plan, a marketing plan, and a financial plan, 
as explained in detail next. 


Assessment of the Business Environment 

The business environment surrounding the business includes the economic 
environment, the industry environment, and the global environment. 

Economic Environment The economic environment is assessed to determine 
how demand for the product may change in response to future eco¬ 
nomic conditions. The demand for a product can be highly sensitive to the 
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The foreign demand for a 
particular product sold by a 
U.S. business is partially de¬ 
pendent on the prevailing 
values of foreign currencies 
relative to the dollar. 


strength of the economy. 
Therefore, the feasibility of 
a new business may be 
influenced by the eco¬ 
nomic environment. 

Industry Environment The 

industry environment is 
assessed to determine the 
degree of competition. If a 
market for a specific prod¬ 
uct is served by only one 
or a few firms, a new firm 
may be able to capture a 
significant portion of the 
market. One must also ask 
whether a similar product 
could be produced and 
sold at a lower price, while 
still providing reasonable 
earnings. A related ques¬ 
tion is whether the new 
business would be able to produce a higher-quality product than its com¬ 
petitors. A new business idea is more likely to be successful if it has either 
a price or a quality advantage over its competitors. 

Global Environment The global environment is assessed to determine how 
the demand for the product may change in response to future global con¬ 
ditions. The global demand for a product can be highly sensitive to changes 
in foreign economies, the number of foreign competitors, exchange rates, 
and international trade regulations. 

Management Plan 

A management plan, which includes an operations plan, focuses on 
the firm's proposed organizational structure, production, and human 
resources. 

Organizational Structure An organizational structure identifies the roles and 
responsibilities of the employees hired by the hrm. The organizational 
structure of a new factory is more complicated than that of a pizza delivery 
shop. If the owner plans to manage most of the operations, the organiza¬ 
tional structure is simple. Some businesses begin with the owner assum¬ 
ing most responsibilities, but growth requires the hiring of managers. 
Even if the owners initially run the business, they should develop plans 
for the future organizational structure. A job description for each em¬ 
ployee should be included, along with the estimated salary to be paid to 
each employee. 

Production Various decisions must be made about the production process, 
such as the site (location) of the production facilities and the design and 
layout of the facilities. The location decision can have a major effect on a 
firm's performance because it influences both the cost of renting space in 
a building and the revenue generated by the business. The proposed design 
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economics of scale 

as the quantity produced in¬ 
creases, the cost per unit decreases 


and layout of the facilities should maximize the efficiency of the space 
available. This proposal should include cost estimates for any machinery or 
equipment to be purchased. The cost estimates for factories are normally 
more complicated than those for retail stores. 

The business plan should also include the owners' plans for the busi¬ 
ness's future growth. As a business grows, it needs more space to allow for 
more production or to accommodate more customers. Its size will need to 
be sufficient to allow it to meet its production goals or accommodate all of 
its customers. It could easily meet these goals by selecting a site with extra 
space. The more space it obtains, however, the higher will be the cost of 
leasing the space. The entrepreneurs do not want to pay for space that they 
will not use. The business's future production is based on demand for its 
product, which is uncertain. Since the entrepreneurs do not know how 
much production will be necessary, they face a tradeoff. If they select a site 
with too much space, the business will not use all of its space. Alternatively, 
if they select a site that is too small, the business may not be able to pro¬ 
duce a sufficient volume to accommodate demand. 

Those businesses that require a large investment in facilities to produce 
their product can survive only if they attract substantial demand for their 
product. For example, a book publisher needs a printing press. If it prints 
and sells just a few copies of a book, it will not generate enough revenue 
to pay for producing the book. Therefore, it needs to sell a large number of 
the books that it produces so that it can recover the cost of its printing press. 
In this type of business, there are economies of scale, which means that 
the average cost per unit produced declines as the firm produces more 
units. Firms that have expensive machinery can benefit from economies of 
scale. However, they must be able to sell a large volume of their product in 
order to benefit from economies of scale. 

Many firms that provide services also have economies of scale. A den¬ 
tal office may spend $30,000 or more on X-ray machines and drills. If the 
dentist uses the drills only a few times, the cost for each use will be very 
high. However, if the dentist uses the drills frequently, the cost for each use 
will be low. To use the drills frequently, the dentist needs many customers. 
In this way, the dental office can generate enough revenue to recover the 
cost of the drills. 

Human Resources Many businesses begin with just a single owner who 
works without any employees. The owner is focused on making the busi¬ 
ness successful because the owner has invested his or her own funds in the 
business and is entitled to the profits of the business. As a business grows, 
it tends to hire more employees. In general, employees are not as con¬ 
cerned about a business as its owners because they have not invested their 
own money in the firm. Thus, they may not be motivated to ensure that 
the business is successful. 

Managers of a business are supposed to ensure that employees are do¬ 
ing their job. However, if managers have to oversee a large number of em¬ 
ployees, they may not be able to adequately monitor the employees. A firm 
could become inefficient if it has many employees and their job descrip¬ 
tions are not clear. In addition, some managers may decide to hire addi¬ 
tional employees to make their own job easier, but these extra employees 
may not be necessary. 

A business must set up a work environment that will motivate the em¬ 
ployees. It must also have a plan for monitoring and evaluating employees. 
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By monitoring and compensating employees properly, the business can 
ensure that the employees are striving to maximize its performance. 

Marketing Plan 

A marketing plan focuses on the target market, product characteristics, 
pricing, distribution, and promotion. 

Target Market A new business may be unknown to its target market and 
will need to gain the trust of customers. If its owners believe their product 
is better than other products, they will need to prove that their product is 
better. Customers are not necessarily going to switch to a new product, 
especially if they are satisfied with existing products with which they are 
familiar. New businesses rely on various marketing strategies to attract cus¬ 
tomers, such as advertising their product, offering a special discount, or 
even providing free samples to the customers. 

Once a new business establishes a base of initial customers, it may 
benefit from repeat business or referrals. Many new small businesses gen¬ 
erate much of their revenue from repeat customers. Businesses that pro¬ 
duce services such as hairstyling, maid service, and dentistry can benefit 
from repeat customers because the service is needed frequently. If the first 
customers are satisfied, they may not only be repeat customers, but may 
refer the business to their family members or friends. Then those referrals 
may purchase the product or service, and if satisfied, they may refer the 
business to others. The customer base of the business can expand as the re¬ 
ferrals continue to spread. 

In many cases, a firm will find that it cannot rely only on referrals 
to achieve the volume of business it desires. It will likely need to spend 
money on advertising or on other marketing strategies to increase its cus¬ 
tomer base. 


Businesses commonly 
provide free samples to 
make consumers more 
aware of their products. 
A stormtrooper, one of 
the Star Wars characters, 
provides free samples of 
the StarWars-themed 
M&M candies. 
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Product Characteristics The business plan should describe the characteristics 
of the product, with an emphasis on what makes the product more desirable 
than similar products offered by competitors. A product may be desirable 
because it is easier to use, is more effective, or lasts longer. Any competitive 
advantage of this product over similar products should be identified. 

Pricing The proposed price of the product should be included. Prices of 
similar products sold by competitors should also be mentioned. The price 
will influence the demand for the product. 

Distribution The business plan should describe the means by which the 
product will be distributed to the customers. Some products are sold to cus¬ 
tomers directly, while others are distributed through retail outlets. 

Promotion The business plan should also describe the means by which the 
product will be promoted. The promotion strategy should be consistent 
with the customer profile. For example, products that appeal to college 
students may be advertised in student newspapers. 

Financial Plan 

The financial plan determines the means by which the business is fi¬ 
nanced. It also attempts to demonstrate that the creation of the business is 
feasible. 

Financing The creation of a business requires funds to purchase machin¬ 
ery and materials, rent space, hire employees, and conduct marketing. 
Most firms rely heavily on funding from the entrepreneurs who estab¬ 
lished them. 

Creditors typically prefer that a business demonstrate that it is capable 
of covering its loan payments before they will provide a loan. Because a 
new business does not have a history, creditors may be willing to provide 
a loan only if it is backed by collateral, such as a building or computers 
owned by the owner. The creditors will claim the collateral if their loan is 
not repaid. They may limit the size of the loan to the market value of the 
owner's collateral. 

In addition, creditors will want to look closely at the financial condition 
of the owners. In some cases, they may require personal financial infor¬ 
mation that the owners may prefer not to disclose. Creditors may also re¬ 
quire that the owners back the loan with their own assets (such as a 
home). Given the restrictions imposed by many creditors, entrepreneurs 
may initially attempt to borrow funds from family members or friends who 
are more willing to provide loans. 

Even after a business is established, it may need financing as it grows. 
The funds may be used to invest in a larger production site or to hire more 
employees. As time passes, the business's growth should result in higher 
revenue, and part of that revenue can be used to cover the interest ex¬ 
penses on a loan or to pay off the loan. 

Once a business grows and establishes a track record of good perfor¬ 
mance, it may be able to borrow funds from financial institutions. To 
obtain a loan from a financial institution (such as a commercial bank), 
the firm will need to present a detailed business plan. The lending institu¬ 
tion assesses the business plan to determine whether the business is likely 
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to be successful and therefore deserves a loan. A business might consider 
issuing stock only after demonstrating adequate performance for several 
years. 

Funding by the SBA As mentioned earlier, the Small Business Administration 
(SBA) has been a key source of funding for new businesses. It is a federal 
agency that was created in 1953 to assist and protect the interests of small 
businesses. The SBA relies on financial institutions (such as banks) to pro¬ 
vide loans to applicants who qualify but it sets the financial requirements 
for obtaining the loans. It backs the loans by guaranteeing a portion of each 
loan. The lenders are more willing to provide the loans because the SBA 
promises partial repayment of the loans. Since 1964, the SBA has had a 
program under which it backs loans to small business owners below the 
poverty level who do not meet the standard credit and collateral require¬ 
ments but have promising business ideas. Over time, the SBA has added 
numerous programs, including one that provides management assistance 
for small businesses owned by women, minorities, and armed forces 
veterans. 

The SBA also offers the SBA Express program, which is tailored to 
start-up retail firms that have revenue of $6 million or less and manu¬ 
facturing firms with less than 500 employees. This program provides a 
fast response to requests for loans by entrepreneurs. In 2003, about 37,000 
loans—about half of all SBA loans—were provided through the SBA Ex¬ 
press program. Recently, the volume of micro-business loans (less than 
$100,000) to small businesses has increased substantially. 

Feasibility Another benefit of developing a business plan is that it forces 
entrepreneurs to assess the feasibility of their potential business before 
they invest their money and time in creating it. As briefly described in an 
earlier chapter, a business's feasibility can be measured by calculating its 
expected earnings (profits). Earnings are measured as revenue minus ex¬ 
penses, as shown in Exhibit 6.3. The expected revenue to be generated by 
the business is based on the sales volume (number of units sold) times the 
price per unit. A firm's revenue is influenced by its marketing. Expenses 
can be categorized as operating expenses or interest expenses. Operating 


Exhibit 6.3 

How a Firm's Earnings 
Are Measured 
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expenses can be broadly defined as the expenses associated with business 
operations, such as production and marketing expenses. Therefore, oper¬ 
ating expenses are dependent on the firm's production and marketing. In¬ 
terest expenses are the interest payments made to creditors from which 
funds were borrowed. The interest expenses are dependent on how much 
money the firm borrows. 

When revenue exceeds total expenses, earnings are positive. Entre¬ 
preneurs will seriously consider establishing a business only if it is expected 
to generate positive earnings over time, as those earnings will provide the 
return on their investment. Entrepreneurs should also consider the risk of 
a business, which can be measured as the uncertainty of the future earn¬ 
ings. The less uncertainty surrounding the future earnings, the more de¬ 
sirable is the business. 

Online Resources for Developing a Business Plan 

In the past, putting a business plan together was both time-consuming and 
expensive. Today, business plan software can make the process much eas¬ 
ier. Most of the software packages contain a collection of options, which 
can be used to create a thorough business plan. The best packages incor¬ 
porate many of the following capabilities: 

► Business Plan Outlines Packages normally offer one or more outlines of 
business plans that can be altered to fit most businesses. Some pack¬ 
ages take entrepreneurs through a series of questions in order to cre¬ 
ate a tailor-made plan. 

► Text Generation Much of the information that goes into a business 
plan is standardized. Business plan software can insert such text di¬ 
rectly into the plan, making the appropriate substitutions for com¬ 
pany names and products. Once in place, the text can be edited as 
needed. 

► Forecasting Any business plan software packages should include the 
ability to create consistent projections. The software package should be 
able to predict sales and costs in various ways (for example, using per¬ 
centage growth models, market share models, or values that are indi¬ 
vidually specified by the planner) and should ensure that interrelated 
data are consistent. For example, when the planner changes values in 
a table of projected market shares, forecasted sales in other parts of the 
document should automatically be updated. 

► Graphics Business plan software offers the ability to create charts of 
several different types (bar charts, pie charts, line charts) and should 
also allow users to draw other common charts, such as organizational 
charts. 

► Supplementary Documents A number of business plan packages offer sup¬ 
plementary documents, such as disclosure agreements, which are of¬ 
ten used in conjunction with business plans, although not necessarily 
as part of the document. 

Summary of a Business Plan 

The key parts of a business plan are summarized in Exhibit 6.4. Ex¬ 
hibit 6.5 shows the typical sequence of business decisions that are made in 
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Exhibit 6.4 

Contents of a Typical 
Business Plan 

II. ASSESSMENT OF THE BUSINESS ENVIRONMENT 

► Economic Environment: Describe the prevailing economic conditions and the 
exposure of the firm to those conditions. 

► Industry Environment: Describe the competition in the industry and the general 
demand for the product in the industry. 

► Global Environment: Describe the prevailing global conditions that relate to the 
business, such as foreign markets where the business may sell products in the 
future or obtain supplies. 

III. MANAGEMENT PLAN 

► Organizational Structure: Describe the organizational structure and show the 
relationships among the employee positions. This structure should also identify 
the responsibilities of each position in overseeing other positions and describe 
the specific tasks and salaries of managers and other employees. 

► Production Process: Describe the production process, including the site, design, 
and layout of the facilities needed to produce a product. Also, describe the 
planned amount of production per month or year. 

IV. MANAGING EMPLOYEES 

► Describe the work environment used to motivate employees and the plans for 
training, evaluating, and compensating employees. 

V. MARKETING PLAN 

► Target Market: Describe the profile (such as the typical age and income level) of 
the customers who will purchase the product and therefore make up the target 
market. (Who will buy the product?) 

► Product Characteristics: Explain desirable features of the product. (Why will cus¬ 
tomers buy the product?) 

► Pricing: Describe how the product will be priced relative to competitors' prod¬ 
ucts. (How much will customers pay for the product?) 

► Distribution: Describe how the product will be distributed to customers. (How 
will customers have access to the product?) 

► Promotion: Describe how the product will be promoted to potential customers. 
(How will customers be informed about the product?) 

VI. FINANCIAL PLAN 

► Funds Needed: Estimate the amount of funds needed to establish the business 
and to support operations over a five-year period. 

► Feasibility: Estimate the revenue, expenses, and earnings of the proposed busi¬ 
ness over the next five years. Consider how the estimates of revenue, expenses, 
and earnings of the proposed business may change under various possible 
economic or industry conditions. 


I. DESCRIPTION AND OWNERSHIP OF PROPOSED BUSINESS 

► Describe the product (or service) provided by the proposed business. 
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Exhibit 6.5 

Common Sequence of 
Business Decisions Made in 
Developing a Business Plan 



developing a business plan. Many decisions can be made only after the en¬ 
trepreneur has decided on the type of product or service that will be pro¬ 
duced and sold. The management and marketing decisions can be made 
after identifying the product (or product line). Once all management and 
marketing decisions are made, the amount of funds needed to support the 
business can be determined. The financing decision of how to finance the 
firm is dependent on how much funding is needed. All of these key busi¬ 
ness decisions must be reassessed periodically as the firm's business grows 
and its product line expands. 

The remaining chapters in this text are organized so that each part of 
the text represents a part of the business plan. The management plan is dis- 
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Cross Functional Teamwork 

Industry Effects across Business Functions 


W hen a new business is considered, the assessment of a 
market will vary with the perspective. Entrepreneurs 
must consider different perspectives. For the purpose of 
managing production, the focus is on labor costs in the in¬ 
dustry of concern. Production costs will also be influenced 
by the level of technology and regulatory changes in the 
industry that could require revisions to the production 
process. 

A marketing perspective assesses the competitors 
in the industry to become aware of the features of compet¬ 
ing products. This information is used when developing 
strategies to make a new product superior to those sold 
by competitors. The marketing perspective must con¬ 
sider the insight from the production perspective on 
the expenses that would result from making the product 
superior. 


A financial perspective focuses on determining 
the amount of funding that will be needed to support 
the new business, and the possible ways to obtain the 
funds. It relies on the production perspective for esti¬ 
mates on the amount of funds needed to support the 
production process. It relies on the marketing perspec¬ 
tive for estimates on the amount of revenue that will 
be generated by the new business and for estimates on 
the expenses associated with advertising the business. 
Overall, the entrepreneurs must consolidate the produc¬ 
tion, marketing, and finance perspectives before they 
can decide whether it is worthwhile to create a new 
business. 


cussed in Part in, and managing employees is described in Part IV. The mar¬ 
keting plan is discussed in Part V. The financial plan is covered in Part VI. 
Thus, the key concepts discussed in each part of the text can be applied to 
develop a specific part of the business plan. 

Assessing a Business Plan 

Many business ideas that seem reasonable at first may not be undertaken 
because the entrepreneur has various concerns after developing the busi¬ 
ness plan. For example, the plan may reveal that the revenue will not be 
sufficient or the expenses will be too high to make the business worth¬ 
while. Under these conditions, the business idea should be completely dis¬ 
carded. Perhaps one or more aspects of the proposed business need to be 
changed, and then a new assessment of the revenue and expenses should 
be conducted to determine whether the business is feasible. Even after a 
business is created, it must have long-term plans for its production, man¬ 
agement of employees, marketing, and financing. Therefore, business 
planning is not confined to the creation of the business, but must be con¬ 
tinued as the business evolves. 
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Small Business Survey 


What Are the Major Concerns of Small Businesses? 

A survey of small businesses was conducted to determine their major concerns. The 
businesses were segmented into two groups: those with annual sales of less than 
$3 million and those with annual sales of more than $3 million. The following table 
shows the percentage of firms in each group that identified various problems as a 
serious concern: 


Problem 

Firms with Less 
Than $3 Million 
in Sales 

Firms with More 
Than $3 Million 
in Sales 

Inadequate planning 

58% 

33% 

Inadequate financing 

48% 

21% 

Inadequate managerial skills of some 
employees in key positions 

46% 

23% 

Not prepared for economic downturns 

37% 

26% 

Inability to respond to market changes 

30% 

31% 

Environmental regulations 

29% 

38% 

Nonenvironmental regulations 

18% 

22% 

Litigation (such as defending 
against lawsuits) 

15% 

21% 

Employee theft or fraud 

13% 

11% 

Foreign competition 

11% 

24% 


Many of the major concerns detected by this survey have already been discussed in 
this text; others will be discussed in later chapters. Some of the concerns reflect expo¬ 
sure to economic conditions (economic downturns), industry conditions (regula¬ 
tions), and global conditions (foreign competition). Other concerns focus on the firm's 
management (planning), marketing (response to market changes), and financing. 


Decision Making Deciding on a Business Plan 

N ow that Rob Mason has decided to create a tutoring business, he wants to develop a 
business plan. Because Rob will work full-time at this business, he wants it to grow. He 
develops a business plan that will satisfy his goals. 

Rob will call the business A+ Tutoring. He will not need an office or any other employ¬ 
ees initially. He will initially focus on basic business courses, but if the business is successful, 
he wants to expand into other subjects in which students commonly need tutoring, such as 
math and science. Rob is not qualified to tutor in these subjects, but he could hire employ¬ 
ees who are qualified and train them to apply his tutoring methods with practice exams. 

To advertise his tutorial services, Rob will develop a website that will describe his ser¬ 
vices in detail. He will also post ads on bulletin boards around campus. In addition, he will 
pay to advertise his tutoring business in the school newspaper on a daily basis. This will be 
his main method of attracting students. 

Rob recognizes that the demand for his services will be higher during midterm and 
final exams. Therefore, he will offer a price discount for tutorial services at other times dur¬ 
ing the school year to ensure that he will always have students to tutor. 
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Eventually, Rob hopes to expand the business beyond tutoring for specific courses. 
He would also like to tutor high school students who are preparing to take the ACT exams 
and college business students who are preparing for the GRE or GMAT exams. He would 
likely need to hire a few employees who have more experience in preparing students for 
these types of exams. He ultimately hopes to have an office where the employees could 
tutor the students. If he is successful in achieving this goal, Rob would then like to open 
A+ Tutoring businesses near other college campuses. Alternatively, he would like to es¬ 
tablish a Web-based A+ Tutoring business where students could subscribe to his service 
and receive practice tests and self-learning tutorials. The Web-based business would not 
be as personal as his tutoring service, but Rob believes that it could provide effective tuto¬ 
rials and would attract students who can access the Internet. Rob recognizes that he can¬ 
not achieve all of his goals immediately, so he decides to achieve them in phases. His first 
goal is simply to focus on tutoring business students on one campus. 

1. What would be the danger if Rob established his A+ Tutoring service on multiple col¬ 
lege campuses immediately? 

2. A great deal of free information is available to college students about any subject. 

How might the availability of this free information affect the demand for A+ Tutoring 
services? 

ANSWERS: 1 .The danger is that Rob would implement some business ideas without having tested them on a smaller scale. 
He would need to finance this expansion with borrowed funds without knowing if his business ideas will work. If these ideas 
fail, his business will fail, and he will be unable to repay the loans. He should experiment with his business ideas on a smaller 
scale before he expands. 2. Students may prefer to access the free information rather than hire a tutoring service, so the de¬ 
mand for tutoring could decline. 



Identify the risks to which 
a business is exposed, 
and explain how they 
can be managed. 

business risk the possibility 
that a firm's performance will be 
lower than expected because of its 
exposure to specific conditions 


Risk Management by Entrepreneurs 


As entrepreneurs plan their new business, they recognize that they are ex¬ 
posed to business risk, or the uncertainty of the future performance of a 
business. The future profits of a business are uncertain because of uncer¬ 
tainty surrounding the expected revenue and expected expenses. Some 
businesses have much more risk than others. For example, a business of 
tutoring on a college campus has business risk, but the investment of funds 
to create the business is minimal, so the potential losses are limited. Con¬ 
versely consider a business that wants to produce a drug that will cure a 
particular disease, ft must invest substantial funds in laboratories and 
highly skilled employees to try to develop the drug. This business will per¬ 
form very well if a cure is found. But if its drug is not effective, the busi¬ 
ness will have no revenue, will have incurred large expenses, and will 
likely fail, ft is subject to a very high degree of business risk because there 
is much uncertainty about its future performance. 

As part of the business planning process, entrepreneurs must consider 
the sources of business risk that could cause their business to perform 
poorly. Some sources of risk such as economic conditions are beyond 
their control. But many other sources of risk are within their control. Such 
sources of risk are said to result from firm-specific characteristics. Ex¬ 
hibit 6.6 lists some of the more common hrnr-specihc sources of business 
risk. Several of these are discussed here, along with strategies that entre¬ 
preneurs can use to reduce their exposure. One way that entrepreneurs 
may reduce their risk exposure is by purchasing insurance; Exhibit 6.7 lists 
some types of insurance that a firm might purchase. 

ft may seem that entrepreneurs are being pessimistic if they anticipate 
conditions that could adversely affect their business. However, any entre¬ 
preneurs who ignore possible adverse conditions when planning their 
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Businesses commonly incur 
large expenses when at¬ 
tempting to develop new 
products, especially in the 
chemical and biotechnology 
industries. 



business are not being realistic. Proper business planning includes prepar¬ 
ing for the possibility of adverse conditions so that the business can survive 
even if such conditions occur. 

Reliance on One Customer 

Firms that rely on a single customer for most of their business have a high 
degree of business risk because their performance will decline substantially 
if the customer switches to a competitor. For example, a firm may rely on 
selling some of the products it produces to the federal government. If the 
federal government reduces its spending, it will order fewer products from 
the firm. Firms can reduce their reliance on a single customer by attempt¬ 
ing to spread the sales of their products across various customers. 

Reliance on One Supplier 

Firms that rely on a single supplier for most of their supplies may be se¬ 
verely affected if that supplier does not fulfill its obligations. If that supplier 
suddenly goes out of business, the firm may experience a major shortage 
of supplies. Firms that use several suppliers are less exposed to the possi¬ 
bility of a single supplier going out of business, because they will still re¬ 
ceive their supply orders from the other suppliers. 

Reliance on a Key Employee 

When a firm relies on a key employee for its business decisions, the death 
or resignation of that employee could have a severe impact on the firm's 
performance. Consider a computer repair business that has only one em¬ 
ployee who can perform the repairs. If the employee dies or leaves the 
firm, other employees may not be able to perform this job. Until the em¬ 
ployee can be replaced, business performance may decline. Since a busi¬ 
ness cannot be managed as well following the loss of a key employee, it 
may be less capable of covering its expenses. 


PHOTODISC GREEN/GETTY IMAGES 
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Exhibit 6.6 

Exposure to Firm-Specific 
Characteristics 


Exhibit 6.7 

Some Types of Insurance 
a Firm Might Purchase 


Characteristic 

How Firm Is Exposed 

Limited funding 

Limited ability to cover expenses. 

Reliance on one product 

Revenue will be reduced substantially if there is a 
large decline in the demand for a single product. 

Reliance on one customer 

Revenue will decline substantially if the customer 
no longer purchases the firm's product. 

Reliance on one supplier 

Potential shortages of supplies if supplier 
experiences problems. 

Reliance on a key employee 

Performance will decline if the employee dies, 
becomes ill, or leaves the firm. 

Property losses 

Expenses incurred from covering damage to 
property. 

Liability losses 

Expenses incurred from covering liability for 
damage to others or their property. 

Employee compensation claims 

Expenses incurred from covering compensation 
claims. 

Type of Insurance 

Coverage Provided j 

Business interruption insurance 

Covers against losses due to a temporary closing 
of the business. 

Credit line insurance 

Covers debt payments owed to a creditor if a 
borrower dies. 

Fidelity bond 

Covers against losses due to dishonesty by 
employees. 

Marine insurance 

Covers against losses due to damage during 
transport. 

Malpractice insurance 

Covers professionals from losses due to lawsuits 
by dissatisfied customers. 

Surety bond 

Covers losses due to a contract not being fulfilled. 

Umbrella liability insurance 

Provides additional coverage beyond that 
provided by other existing insurance policies. 

Employment liability insurance 

Covers claims against wrongful termination and 
sexual harassment. 

Hedging against Losses Resulting from a Key Employee's Death Firms can hedge 
against losses resulting from a key employee's death by purchasing life in- 


surance for their key employees. The policy identifies the firm as the 
beneficiary in the event that a key employee dies. Thus, when a key em¬ 
ployee dies, this type of insurance provides the firm with compensation, 
which the firm can use to offset the possible losses or reduced perfor¬ 
mance. The firm is cushioned from the loss of a key employee and may be 
able to survive while it attempts to hire a person to fulfill the key em¬ 
ployee's responsibilities. Consider an individual who runs a small business 
and applies for a business loan at a local bank. If the individual is killed in 
an accident, the business may deteriorate and the loan would not be paid 
off. A life insurance policy could designate creditors (such as a bank) as the 
beneficiaries to protect them against such a risk. Using this strategy, the 
business is more likely to be approved for a loan. 
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Small Business Survey 


What Is the Cost of Employee Injuries? 

A survey found that employee injuries cost firms about $111.6 billion annually.The 
following chart shows a breakdown of the expenses incurred by firms: 


Cost of providing wages of 
forgone productivity 
$59.9 billion 


Medical costs 
$20.7 billion 
18 % 


Fire losses 
$3.1 billion 
3% 


Administrative 
expenses 
$14.1 billion 
13 % 



Damage to motor vehicles 
$4.1 billion 

4% 


Employer expenses 
$9.7 billion 

9% 


The massive expenses associated with employee injuries confirm the importance of 
proper risk management to ensure that the work environment is safe. 


Hedging against the Illness or Loss of a Key Employee The illness or resignation of 
a key employee may also adversely affect the performance of a firm. To 
try to prevent employees from becoming ill, many firms offer a program 
that enables their employees to obtain health insurance from health in¬ 
surance companies. The insurance is generally cheaper when purchased 
through the firm. Even if a firm provides a health insurance plan for its 
employees, it may still be affected by the temporary absence of an em¬ 
ployee. Firms can reduce the potential adverse effect of an employee's ill¬ 
ness by ensuring that more than one employee can perform each task. To 
attempt to prevent key employee from resigning, firms can offer good 
compensation and benefits. 

Exposure to E-risk 

Information technology has created new risks and increased the complex¬ 
ity of risk management. For example, there is the risk that electronic data 
may be stolen and used in a manner that adversely affects the business. 
Online banking and securities trading have created large exposures to risk. 
These services are vulnerable to potential losses from security breaches 
through network hacking, viruses, and electronic thefts. New businesses 
can hire firms to establish a computer system that is protected from this ex¬ 
posure. Alternatively, a business may attempt to purchase insurance to 
cover against loss of business income, damage to reputation, loss of intel¬ 
lectual property, interruption of service liability, and liabilities incurred as 
a result of electronically published information. 
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Businesses engaging in 
e-commerce are exposed 
to e-risk, which includes 
the possibility of receiving 
viruses through the Internet 
that can destroy computer 
information. 


Scan Result Virus W32.Sircam. Worm@mm found. File NOT 
cleaned. 

This file contains a computer worm, a program that spreads 
very quickly over the Internet to many computers and can 
delete files, steal sensitive information, or render your machine 
unusable. 


This attachment has a virus that may infect your computer. 
It cannot be cleaned. 

We recommend that you DO NOT download this 
attachment. 


Decision Making Howto Manage Risk 

A s Rob Mason creates his A+Tutoring business, he considers the key sources of risk that 
make the future performance of his business uncertain. One of his main concerns is 
that the performance of his business is completely dependent on his health. If he is unable 
to work for any reason, his business will not generate any revenue. Rob decides that he will 
not attempt to hedge this risk as he is young and single and is not supporting a family at 
this time. He is also concerned about his exposure to e-risk. Any information that he places 
on his website (such as samples of practice tests) might be stolen and used by other tutors 
who are trying to increase their tutoring business. Rob decides that he can protect against 
this risk by limiting the number of sample practice questions that he posts on his website. 
He decides to use his website primarily to explain his credentials and his tutoring style. If he 
ever attempts to create a Web-based tutorial business, however, it would be highly exposed 
to e-risk because competitors might steal the contents and use the material for their own 
tutorial businesses. 

1. How will the revenue of A+ Tutoring be affected in a period when Rob goes on 
vacation? 

2. If Rob has a family in a few years, should he protect against the risk of being out of work 
due to illness? 

ANSWERS: I.The revenue of the business will be zero in a period when Rob is not working. 2. Rob should reconsider pur¬ 
chasing insurance that would provide financial benefits to his family in the event of his death, and he should also consider 
purchasing insurance to cover the business against a key employee (himself) being ill and unable to work. 


College Health Club: Developing a Business Plan 

Now that Sue Kramer has assessed the environment (from Chapters 1 -4) and selected 
the proprietorship form of business organization (Chapter 5), she needs to develop a busi¬ 
ness plan for College Health Club (CHC). She can lease space where Magnum Club was 
located (across the street from the college campus) before it relocated to downtown. Since 
Magnum purchased new equipment when it moved, it is willing to lease the equipment 
and weight machines that are still in its previous location for $600 per month or $7,200 
per year. 
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Sue has accumulated savings of $20,000 over the years. Her husband's income will 
cover their normal household expenses, so she can use the $20,000 to invest in her busi¬ 
ness. She develops her business plan, which is summarized next. 

Business Idea 

The business is a health club called College Health Club (CHC) that will be located in a 
shopping mall just across from the Texas College campus. It will sell memberships on an 
annual basis. The health club should appeal to the students because it is convenient and 
would be affordable to them. 

Management Plan 

► Production Process: The business will provide its members with health club services, 
such as access to exercise machines, weight machines, and aerobics classes. It will rent 
the exercise and weight machines that were previously owned by Magnum Club for 
$7,200 per year. It will rent the space in the shopping mall across from the Texas College 
where Magnum Club was located. The rent expense for the facilities will be $5,000 per 
month, or $60,000 per year. Utility expenses are estimated to be $700 per month, or 
$8,400 for the first year. 

► Organizational Structure: Sue Kramer will be the president of CHC and will also man¬ 
age CHC. She will not require a salary as manager of the businesses she wants to limit 
the salary expenses in the first few years. 

Managing Employees 

Sue will hire some part-time employees who are majoring in exercise science at Texas Col¬ 
lege. Typically, one or two employees will be working whenever the health club is open. 
Sue will train the employees. The total salary expense of CHC is estimated to be $4,000 per 
month, or $48,000 during the first year. 

Marketing Plan 

► Target Market: CHC will primarily target students at Texas College, but will also attempt 
to attract nonstudents who live nearby.The main competitor is Energy Club, but it is 

a 20-minute drive from the campus. Based on her survey of students about their inter¬ 
est in joining a health club, Sue is very confident that a minimum of 200 students will 
become members in CHC's first year of business. Her best guess is that 300 students 
will become members in CHC's first year. She expects that the membership will grow 
each year. 

► Pricing: The price for an annual membership will be $500, which is less than the prices 
of most health clubs in the area. 

► Promotion: CHC will advertise in the Texas College newspaper and use other promo¬ 
tion methods such as posters throughout the campus. Sue estimates that the cost of 
promoting CHC will be $300 per month, or $3,600 for the first year. 

Financial Plan 

► Funding: Sue will invest $20,000 in the business. She expects that she will need an ad¬ 
ditional $40,000 to run the business. Diane Burke, a relative of Sue's, has offered to lend 
the business $40,000 if she believes that the business plan is feasible. She will charge an 
interest rate of 10 percent on the loan. If Sue accepts the funds as a loan, she will have 
to pay Diane interest of $4,000 at the end of each year (computed as $40,000 X 10%). 

► Revenue: CHC's main source of revenue will be the annual membership fees. Sue esti¬ 
mates that there will be 300 paid memberships over the first year. Since the member¬ 
ship fee is $500, CHC should receive a total of $150,000 in revenue (estimated as 
$500 X 300 members). The revenue is expected to increase yearly as the number of 
members increases. 

► Expenses: The monthly expenses expected to be incurred by CHC are summarized in 
Exhibit 6.8.The expenses are segmented into operating expenses, which result from 
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operating the business, and interest expenses, which are incurred as a result of financ¬ 
ing the business. CHC's main operating expenses will be the cost of renting the facili¬ 
ties, salaries, utility expenses, the cost of renting the exercise and weight machines, 
marketing expenses, and the cost of insuring the business. The total expenses in the 
first year are expected to be $ 142,000. The annual expenses are expected to be stable 
overtime. 

► Earnings: CHC's earnings (before taxes) in the first year are derived by subtracting the 
annual expenses from the annual revenue, as shown in Exhibit 6.9. Since the total rev¬ 
enue should increase over time (due to an increase in memberships) while the ex¬ 
penses remain stable, the earnings should increase over time.The earnings generated 
by CHC will be reinvested to support future expansion of the existing club or the pos¬ 
sible establishment of an additional health club near a different college campus. 


Exhibit 6.8 

Expected Monthly 
Expenses of CHC 



Salaries 4,000 48,000 

Utilities 700 8,400 


Rent exercise and weight machines 600 7,200 

Marketing expenses 300 3,600 

Liability insurance 800 9,600 

Miscellaneous 100 1,200 

Total Operating Expenses $138,000 

Interest expenses 4,000 

Total Expenses $142,000 


Exhibit 6.9 


Revenue 

$150,000 

Total operating expenses 

-138,000 

Interest expenses 

-4,000 


Earnings before Taxes 


Expected Performance 
of CHC in the First Year 


$ 8,000 
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Summary 


Entrepreneurs are responsible 
for creating thousands of new busi¬ 
nesses every year. The advantages of 
starting your own business include 
being directly rewarded if the busi¬ 
ness performs well and being your 
own boss. Being an entrepreneur 
also has some disadvantages that 
should be considered; these include 
the possible loss of your investment 
in the new business and the heavy 
responsibility of ensuring that the 
business functions properly on a 
daily basis. 

To be an entrepreneur, you must 

► be willing to accept the risk of 
losing your investment in a new 
business, 

► be creative so that you can de¬ 
velop a good business idea, and 

► be willing to take the initiative 
to make your business ideas 
happen. 

^3 The main market characteris¬ 
tics that an entrepreneur should as¬ 
sess before entering the market are 

► demand, 

► competition, 

► labor conditions, and 

► regulatory conditions. 

The overall demand in the market 
and the degree of competition affect 
the demand for a firm's products 


or services and therefore affect the 
firm's revenue. The labor and regu¬ 
latory environments typically affect 
the firm's expenses. Therefore, the 
firm's profits resulting from new 
business are influenced by these 
market factors. 

E3 A new business can develop 
a competitive advantage within its 
market segment through efficient 
production (which allows it to 
charge a lower price) or by offering 
a product of better quality. 

□ A business plan forces an 
owner of a proposed business to 
specify all the key plans for the busi¬ 
ness. The business plan normally 
consists of (1) an assessment of the 
business environment; (2) a man¬ 
agement plan that explains how the 
firm's resources are to be used; (3) a 
marketing plan that explains the 
product pricing, distribution, and 
promotion plans; and (4) a financial 
plan that demonstrates the feasibility 
of the business and explains how 
the business will be financed. 

Even after the business is estab¬ 
lished, the business plan is continu¬ 
ally revised in response to changes 
in market conditions, competition, 
and economic conditions. The parts 
of this text are organized so that 
each part represents a part of the 
business plan. The chapters in each 


part will cover the concepts that are 
necessary to develop that part of the 
business plan. 

E3 An entrepreneur who creates a 
business must consider its exposure 
to various forms of risk, along with 
methods to protect against those 
forms of risk. Some of the common 
forms of risk include heavy reliance 
of the business on one customer, or 
one supplier, or one employee. In 
addition, a business may be exposed 
to e-risk. 

How the Chapter Concepts 
Affect Business 
Performance 

A firm's decisions regarding both 
entrepreneurship and planning af¬ 
fect its performance. When entre¬ 
preneurs create a business idea, they 
must make many related decisions 
that affect the business performance 
as much as the business idea itself. 
They need to determine how to im¬ 
plement their business in a manner 
that can capitalize on market condi¬ 
tions. To attract demand for their 
products or services, they need to 
develop a competitive advantage. 
They also need an effective business 
plan that guides their business deci¬ 
sions, and they must also determine 
how they will manage the risk of 
the business. 
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business plan 208 economics of scale 210 segments 197 

business risk 219 market share 197 


Review & Critical Thinking Questions 


1. Apply this chapter to the auto¬ 
mobile industry. Identify and ex¬ 
plain the main characteristics of 
the automobile industry that can 
influence business performance. 

2. Explain why the cost of labor 
in some industries, such as the 
health-care industry, is so high. 

3. Why is government regulation 
more restrictive in some indus¬ 
tries than in others? Provide 
specific examples. 

4. How do you think a firm might 
monitor the industry in which it 
operates? 


5. Discuss what happens to a firm 
that has a large market share in 
a market in which demand sud¬ 
denly increases. 

6. Why is a firm facing less com¬ 
petition in its market more 
profitable? 

7. Identify the steps a firm should 
take before deciding to compete 
in a specific market. 

8. How are existing firms in a 
market affected when a new 
firm with a competitive advan¬ 
tage enters the market? 


9. List some characteristics that 
could create a competitive ad¬ 
vantage for a firm. 

10. What are the basic market char¬ 
acteristics that influence business 
performance? 

11. Distinguish between the respon¬ 
sibilities of a marketing manager 
and a financial manager in mon¬ 
itoring a particular industry. 

12. How can the government play a 
role in entrepreneurship? 

13. Why do you think that such a 
large proportion of businesses 
are small rather than large? 
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What kinds of small businesses 
do you see on your way to 
school? 

14. What advice would you give 
someone starting a new entre¬ 
preneurial venture? 

15. Where do funds to start a new 
business come from? What are 
the advantages and disadvan¬ 
tages of financing a new busi¬ 
ness with debt? 

16. What are the pros and cons of 
entrepreneurship? Do you think 
you have the skills required, in¬ 
cluding risk tolerance, to be an 
entrepreneur? 

17. What are the characteristics 

of a good entrepreneur? Which 
of the characteristics are your 
strengths and weaknesses? 


18. Why is it difficult to maintain 
market share permanently? How 
does the competitive environ¬ 
ment aff ect a firm's ability to 
keep its market share high? 

19. How does a firm develop a com¬ 
petitive advantage? How can 
firms establish a reputation for 
quality, and what impact does 
such a reputation have on a 
firm's ability to capture market 
share? 

20. What are the advantages and 
disadvantages of a Web-based 
business? What would you con¬ 
sider important elements of a 
SWOT analysis for a Web-based 
business? 

21. Explain some of the concerns an 
entrepreneur may have when 
starting a new business. 


Discussion Questions 


1. Do you believe business enter¬ 
prise should be regulated by the 
federal government or that the 
marketplace should determine 
prices? Discuss. 

2. A group is discussing how com¬ 
petitive forces can be preserved 
within the marketplace of a free 
enterprise system. What are your 
views on the issue? 

3. How can a firm use the Inter¬ 
net to determine how its com¬ 
petitors are performing and 
how they are affected by market 
conditions? 

4. Assume that you are a produc¬ 
tion manager in the automobile 
industry. Do you think your op¬ 
eration should be labor-intensive 
or capital- (machinery) inten¬ 
sive? Discuss. 

5. Consider a car that has typically 
been classified in the low-price 
segment, but has been unable 
to compete there because it is 
priced higher than the other cars 
in that segment. What alterna¬ 


tive strategies are possible for 
the car as it is redesigned for the 
next year? 

6. How might businesses be 
affected by labor laws and 
regulations? 

7. When planning a business, what 
kinds of stakeholders should an 
entrepreneur consider? How can 
the entrepreneur meet the needs 
of the stakeholders and still 
make a profit? 

8. How can entrepreneurs hedge 
against the loss of a key em¬ 
ployee to another company? 

9. How might a U.S. firm with no 
foreign sales or assets be exposed 
to changes in the global competi¬ 
tive market? 

10. How might a Web-based firm at¬ 
tract potential customers? What 
kinds of challenges might it face 
in terms of product, price, pro¬ 
motion, and distribution? 

11. You have just opened a small 
pizzeria in your hometown. 


22. What is a business plan? Why 
should a business plan be very 
clear and precise? Explain what 
is included in a business plan. 

23. What are the three major plans 
within a business plan? 

24. Explain why business plans are 
closely reviewed by creditors or 
investors. Are business plans 
only needed when raising sup¬ 
port for the opening of the busi¬ 
ness? Explain. 

25. Describe the components in¬ 
cluded in a marketing plan. 

26. Give a brief description of a typi¬ 
cal financial plan for starting a 
new business. 


Since you put up all the funds 
yourself, you did not develop a 
business plan for the pizzeria. 
Discuss the possible disadvan¬ 
tages of this action. 

12. How could a potential firm use 
the Internet to plan its business? 
How could a firm use the Inter¬ 
net to promote its business once 
it is established? 

13. Wal-Mart is planning to open 
a new store in your local area. 
Since Wal-Mart is nationally 
known, is it necessary for this 
store to have a marketing plan 
designed for this particular 
location? 

14. Why would anyone consider life 
insurance for a business partner? 
After all, it is simply an expense. 
Defend your answer. 

15. Assume you are an entrepreneur 
and that your business has only 
one customer, the federal gov¬ 
ernment. What are the various 
types of business risks to which 
your firm is exposed? 
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It’s Your Decision: Industry Exposure and Business 

Planning at CHC 

1. Explain how the increased popularity of exercise videos and portable weight machines 
will affect the number of CHC's memberships, its revenue, and its earnings. 

2. How could Sue differentiate her services to maintain her customers (mostly students) 
even if a new competitor enters the market? 

3. How might the degree of competition affect the amount of marketing CHC requires? 
How might the degree of competition affect the amount of aerobics classes and other 
health club services produced at CHC? 

4. Assuming that the estimated expenses in the first year are $ 142,000, determine how 
CHC's estimated earnings before taxes are affected by the following possible industry 
scenarios: 

If a Competing Health Club Expected Earnings before 

Is Established within Membership at CHC Taxes at CHC 

_Miles of CHC in the First Year in the First Year 


4 280 

7 290 

10 294 


Explain the relationship between the proximity of the competitor and CHC's expected 
earnings. 

5. A health club differs from manufacturing firms in that it produces a service rather than 
products. As with most service firms, CHC's main competition would come from com¬ 
petitors based in the same area. Explain why manufacturing firms may be more ex¬ 
posed to competitors that are located far away. 

6. How does Sue's marketing plan affect CHC's expenses and revenue? 

7. How does Sue's production plan affect CHC's expenses and revenue? 

8. Explain how the production plan is dependent on the marketing plan. That is, explain 
why the decisions as to how much equipment to have and how much space to rent are 
dependent on the decision regarding the degree to which the health club is marketed. 



Investing in a Business 


Using the annual report of the firm in which you would 
like to invest, complete the following: 

Questions 

Describe the competition within your firm's indus¬ 
try. If the annual report does not contain informa¬ 
tion, try to find a magazine or newspaper article 
that discusses the competitive environment within 
your firm's industry. How successful is your firm 
compared with its competitors? 

Was your firm's performance affected by industry 
conditions last year? If so, how? 


Explain how the business uses technology to assess 
its industry environment. For example, does it use 
the Internet to assess the industry environment? 
Does it use the Internet to assess the performance 
of its competitors? 

Q Go to http://hoovers.com and locate the NEWS 
SEARCH. Type in the name of the firm in the 
space provided, and review the recent news stories 
about the firm. Summarize any (at least one) re¬ 
cent news story about the firm that applies to one 
or more of the key concepts in this chapter. 
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Case: Planning a Business 


Yahoo !'s original owners were students who created 
informational websites as a hobby. They realized how 
valuable this service was to people and turned their 
hobby into a business. Yahoo! has become a very suc¬ 
cessful business over a short period of time. It has ex¬ 
panded the information it provides on its website to 
include stock quotations, sports, weather. Yellow Pages, 
and business news. Its popularity has generated revenue 
from firms that pay Yahoo! to advertise their products 
on its website. Yahoo! is continually changing its website 
to provide additional information. It attempts to offer 
whatever information customers want so that it will 
become even more popular and attract even more ad¬ 
vertising revenue. It relies on customer feedback to 
determine what customers like about its website. It 


receives a substantial amount of immediate feedback 

every day in the form of e-mail from its customers. 

Questions 

Q| What do you think Yahoo !'s business plan is regard¬ 
ing its production of a service and how it generates 
revenue? 

Q Given that Yahoo !'s business plan seems to be work¬ 
ing, why is it still necessary for Yahoo! to focus on 
continual improvement based on feedback from its 
customers? 

Q Why might Yahoo!'s business plan change over 
time? 


Video Case: Caribou Coffee 


Caribou Coffee operates coffee shops and distributes 
coffee by partnering with grocery stores and employers 
and through licensing agreements. It is a leading coffee 
shop in Minneapolis and is growing in popularity in At¬ 
lanta, Washington, D.C., and Chicago. Caribou argues 
that profits come from two sources—cutting costs and 
increasing sales. A Caribou manager points out that 
competent people increase sales in retail shops; thus, if 
the firm focuses only on profits and ignores its employ¬ 
ees, it will not increase its sales. Thus, Caribou recog¬ 
nizes the importance of its employees for its success. 
Caribou also realizes that it needs to stay focused, and 
though it monitors competitors such as Starbucks to get 
ideas, it worries more about making a quality product 
and improving relationships with customers. Caribou 
must carefully assess new markets before expanding be¬ 
cause there are inefficiencies in creating a new market. 
The assessment includes evaluating the size of the mar¬ 


ket, the quality of the market, and the demand for cof¬ 
fee, and determining whether other lucrative locations 
could lead to expansions in close regional markets. For 
more information on Caribou Coffee, go to http://www 
.cariboucoffee.com. 

Questions 

gj How does Caribou Coffee turn its commitment to 
its employees into a competitive advantage? 

Q What marketing techniques does Caribou use? 

Q What problems does Caribou face when entering 
new markets? 

Q What problems did Caribou confront in its Chicago 
market? 

Q What role does brand awareness play in Caribou's 
success? 
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Internet Applications 


1. http://www.osha.gov 

Click on "Small Business" on the left-hand side. What 
kinds of regulations are imposed by the Occupational 
Safety and Health Administration? How might these 
regulations affect labor expenses for firms? 

2. http://www.sba.gov/starting_business/planning/ 
basic.html 

What services are offered by the Small Business Admin¬ 
istration to help entrepreneurs? Click on "Finding a 
Niche." How can firms use this information to identify 
a potential market for their products? 


3. http://www.bplans.com/dp 

Click on "Sample Plans" and then on the business plan 
of your choice. How do firms describe their business 
to potential creditors? What keys to success can you 
identify for the firm you selected? 

4. http://www.miracles4fun.com 

This is a small entrepreneurial business. What kinds of 
products does this company produce? What are the 
strengths, weaknesses, opportunities, and threats 
(SWOT) that this business faces? How does technology 
play a role in the success of this business? How can this 
firm use global business to increase its profits? 


Dell's Secret to Success 


D^LL 


Go to http://www.reportgallery.com and review Dell's 
most recent annual report. Also, go to Dell's website 
(http://www.dell.com) and in the section "about Dell," 
review the background material about Dell that relates 
to this chapter. 


Questions 

Q What is Dell's competitive advantage over its 
competitors? 

Explain how Dell benefits from selling products 
directly to customers rather than relying on retail 
stores for much of its sales. 

Q Explain how Dell's reputation can create a compet¬ 
itive advantage. 
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True or False 

1. A firm can safely conclude that it will perform well 
over the next year if there are favorable economic 
conditions in the United States. 

2. Total revenue is dependent on the quantity of units 
sold and the expenses of producing those units. 

3. A firm that faces a high degree of competition 
can sell a low-quality product at a high price and 
thereby generate a high level of profit. 

4. The cost of labor is high in industries that require 
specialized skills. 

5. All industries are subject to some form of govern¬ 
ment regulation. 

6. Market share refers to an individual firm's sales ex¬ 
pressed as a proportion of the total market sales. 

7. All firms in an industry commonly increase their 
market share at the same time. 

8. The risk to business owners with a firm is limited, 
because they are guaranteed to receive their initial 
investment back. 

9. Diversification can reduce a firm's exposure to poor 
performance in a particular market. 

10. Improved product quality can create a competitive 
advantage for a firm. 

11. A business plan is intended to provide information 
for potential investors or creditors of a proposed 
business. 

12. A marketing plan focuses on various decisions 
that must be made about the production process, 
such as site location and design and layout of the 
facilities. 


Multiple Choice 

13. A market characteristic that influences business 
performance is: 

a) social responsibility. 

b) competition. 

c) machinery. 

d) inflation throughout the United States. 

e) gross domestic product. 

14. As market demand changes, so does the_ 

of firms in the industry. 

a) performance. 

b) business ethics. 

c) consumerism. 

d) conservationism. 

e) regulatory environment. 

15. Over a given time period, firms in a specific market 
where the product is desired by consumers can per¬ 
form better than firms in other markets. This perfor¬ 
mance difference is due to differences in: 

a) market supply. 

b) market share. 

c) equilibrium price. 

d) market demand. 

e) industry conditions. 

16. Total revenue is the result of multiplying the selling 
price of the product times the: 

a) quantity of units sold. 

b) quantity of units produced. 

c) quantity of labor hours used. 

d) quality demanded by consumers. 

e) quantity of government regulations. 

17. A firm can charge a higher price without losing its 
customers if it does not have much: 

a) production. 

b) competition. 

c) marketing. 

d) advertising. 

e) industry demand. 
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18. Labor costs are often higher in industries that have: 

a) labor unions. 

b) unemployment. 

c) savings. 

d) demand schedules. 

e) interest expense. 

19. According to the text, industry regulations have 
recently been reduced in the: 

a) automobile industry. 

b) chemical industry. 

c) oil industry. 

d) banking industry. 

e) steel industry. 

20. Managers will monitor changes in labor costs in 
order to control: 

a) marketing costs. 

b) macro economics. 

c) production costs. 

d) social responsibility. 

e) industry demand. 

21. The performance of a firm can be highly dependent 
on the following market conditions except for: 

a) regulatory conditions. 

b) labor conditions. 

c) competition. 

d) demand. 

e) taxes. 

22. Changes in demand and competition affect both 
the demand for a firm's products and the firm's: 

a) location. 

b) customer service. 

c) revenue. 

d) recycling. 

e) segmentation. 


23. A firm's share of total sales in the market is called its: 

a) market demand. 

b) regulatory environment. 

c) market share. 

d) economic segment. 

e) competitive advantage. 

24. Another name for subsets in a market that reflect 
a specific type of business and the perceived 
quality is: 

a) demographics. 

b) marketing. 

c) sales. 

d) segments. 

e) economics. 

25. A firm must assess its specific market segment to 
determine whether it has a(n): 

a) forecast. 

b) competitive advantage. 

c) industry condition. 

d) cost differential. 

e) shift in supply. 

26. After a firm identifies a specific market, it can seg¬ 
ment that market by: 

a) level of employees. 

b) scrap reworked. 

c) labor environment. 

d) conservationism. 

e) quality segments. 

27. Once a firm has identified and assessed its key com¬ 
petitors, it must search for ways to increase or at 
least maintain its: 

a) labor environment. 

b) regulatory environment. 

c) market share. 

d) competition. 

e) social costs. 
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28. Even if a firm does not have a cost advantage, 
it may still create a(n): 

a) inflation advantage. 

b) condition advantage. 

c) monopoly advantage. 

d) price advantage. 

e) ethics advantage. 

29. Firms commonly use a_analysis to develop a 

competitive advantage. 

a) SWOT 

b) SPUR 

c) SNAP 

d) STEP 

e) SPOT 

30. Entrepreneurs need to find a product or service that 
hasa(n): 

a) market edge. 

b) competitive advantage. 

c) structural incentive. 

d) economic niche. 

e) consumer linkage. 

31. The management plan that identifies the roles 
and responsibilities of the employees hired by 
the firm is the: 

a) unity of command. 

b) division of work. 

c) degree of specialization. 

d) organizational structure. 

e) standardization concept. 


32. A marketing plan focuses on all the following 
except: 

a) financing the business. 

b) a profile of typical customers. 

c) product characteristics. 

d) pricing of the product. 

e) distribution of the product. 

33. A plan that demonstrates why the business is feasi¬ 
ble and proposes how the business should be 
financed is the: 

a) production report. 

b) marketing plan. 

c) financial plan. 

d) human resource plan. 

e) bottom-up plan. 

34. A business plan is a detailed description of the 
proposed business that includes all of the following 
except: 

a) description of the business. 

b) types of customers it would attract. 

c) competition. 

d) facilities needed for production. 

e) monetary and fiscal policy. 
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Business Organization for Campus.com 

Industry Segments (related to Chapter 5) 

In your business plan, identify the various segments of the industry that Campus.com 
could target. The business was initially created to serve high school students who are 
about to graduate. Could the business offer different levels of service to its main mar¬ 
ket (high school students) and charge higher prices for some types of services? 

Ownership (related to Chapter 5) 

Decide what is the optimal form of business ownership for this firm, and indicate 
that form in your business plan for Campus.com. To answer this question, consider 
whether you would prefer to be the sole owner of Campus.com or to invite other 
individuals into the firm to form a partnership. If you are working with a team of stu¬ 
dents, you already have a partnership. In your business plan, explain why you se¬ 
lected the form of ownership you chose for Campus.com. What are the advantages 
of forming a partnership for this firm? What are the disadvantages of forming a 
partnership? 

Competition (related to Chapter 6) 

In your business plan for Campus.com, describe any existing competition for its prod¬ 
uct, including services that provide general information about colleges throughout the 
United States. 

Communication and Teamwork 

You (or your team) may be asked by your instructor to hand in and/or present the 
section of your business plan that relates to this part of the text. 


Integrative Video Case: Growing a Small Business 


When small businesses attempt to grow, they are limited in terms of how they can 
raise capital. They may be limited to family, friends, and credit cards, often with high 
interest rates. How can a firm obtain financing? The owners of Jagged Edge, a small 
business that manufactures mountain climbing gear, had a difficult time obtaining a 
bank loan. The financials of the firm could not prove to banks that it was credible. 
After watching the business grow and being presented with an outstanding business 
plan, however, the bank became convinced that the firm could go through the Small 
Business Administration to obtain lower-cost funding. The bank ended up being a 
customer of the company. When another small business owner, Lori Davis, opened a 
clothing store and attempted to obtain a bank loan, she found that her background in 
the industry helped her obtain funds. 

Questions 

|| What challenges do small businesses face when they try to raise growth capital? 
Q Why is funding a business on credit cards a bad idea? 

Q What does a small business need to provide to the bank when it seeks loans? 
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The Stock Market Game 



Determine how the stock you selected is performing. 

Check Your Performance 

Q What is the value of your stock investment today? 

Q What is your return on your investment? 

Q How does your return compare to those of other students? (This comparison tells 
you whether your stock portfolio's performance is relatively high or low.) 






Running Your Own Business 



Q Explain whether your business will be a sole proprietorship, a partnership, or a 
corporation. Why did you make this decision? 

Q Describe the main competitors that would be competing against your business. 
Would it be easy for additional competitors to enter your market? Could you ef¬ 
fectively expand your business? 

Q How would the performance of your business be affected by market conditions? 
Explain. 

Q What competitive advantage of your business can be affected by market condi¬ 
tions? Explain. 


Your Career in Business! Pursuing a Major and a Career 

in Entrepreneurship 

If you are interested in the topics covered in this section, you may want to consider a 
major in entrepreneurship. Some of the more common courses taken by entrepre¬ 
neurship majors are summarized here 

Common Courses for Entrepreneurship Majors 

► Financial Management Explains the different types of business or¬ 
ganizations, along with the advantages and disadvantages of each, 
financing decisions by firms, and investment decisions by firms. 

► Management Explains the basics of a business organization, the skills 
necessary to be a manager, and the resources needed by a business. 

► Marketing Focuses on how to price a product, advertise a product, 
and distribute a product to the market. 

► Financing for Small Businesses Explores how small businesses can 
finance their growth, the types of institutions that may facilitate the 
financing, and the phases of financing that may ultimately lead to 
an initial public offering of stock once the firm has grown substan¬ 
tially. 

► Entrepreneurship Focuses on developing product ideas, testing the 
product, surveying the market, and using creativity to expand the 
product line. 
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T he chapters in Part III de¬ 
scribe some of the key 
components of effective 
management. These components 
are (1) recognition of the skills 
necessary to be effective man¬ 
agers (Chapter 7), (2) proper as¬ 
signments of job responsibilities 
(Chapter 8), (3) efficient alloca¬ 
tion of resources for production 
(Chapter 9), and (4) proper moni¬ 
toring and improvement of prod¬ 
uct quality (Chapter 9). 

Effective management re¬ 
quires that job responsibilities be 
properly assigned within the or¬ 
ganizational structure. Ideally, 
the organizational structure al¬ 
lows some control over each job 
assignment so that all types of 
tasks can be monitored.The orga¬ 
nizational structure may also at¬ 


tempt to ensure employee input 
on various tasks by assigning ex¬ 
tra responsibilities to employees. 

Effective management also 
requires an efficient production 
process, which involves the selec¬ 
tion of a plant site and the design 
and layout of the production 
facilities. 

Effective management also 
requires an effort to continuously 
improve the quality of each prod¬ 
uct that is produced. Quality 
management forces employees 
to specify the desired quality 
level, to consider how the pro¬ 
duction process can be revised 
to achieve that quality level, and 
to continuously monitor the 
quality level by using various 
quality control methods. 



Chapter 7 

Managing 

Effectively 

Chapter B 

Organizational 

Structure 

Chapter 9 

Improving 
Productivity 
and Quality 
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Decisions by Zycles Company regard 


ing management levels, functions. 


and skills it needs for its production 


of motorcycles will influence its 


future performance and value. 


Chapter 


The Learning Goals 
of this chapter are to: 

Identify the levels 
of management. 


Identify the key functions 
of managers. 

Describe the skills that 
managers need. 

Describe methods that managers can 
use to utilize their time effectively. 









Managing Effectively 


Management involves the utiliza¬ 
tion of human and other resources 
(such as machinery) in a manner 
that best achieves the firm's plans 
and objectives. According to a re¬ 
cent survey by Shareholder Sur¬ 
veys, shareholders rank good 
management and long-term vision 
as the two most important charac¬ 
teristics of a firm. Consider the situ¬ 
ation of Zycles Company, which 
produces and sells motorcycles, 
Zycles Company must decide: 

► What levels of management 
does it need to manage its 
business? 


► What functions are required 
of the managers who manage 
the business? 

► What skills do the managers 
need? 

► How can Zycles Company en¬ 
sure that the managers use 
their time efficiently? 

The decision about the levels of 
management needed affects the 
expense of running the business. 
The decision about the functions 
is necessary to ensure that the 
managers can complete all the 
required tasks. The decision about 
the managers'skills is needed to 


ensure that the managers are ca¬ 
pable of completing all the neces¬ 
sary tasks.The decision about how 
the managers should use their 
time is necessary to get the most 
work out of the managers so that 
the firm does not need to hire too 
many managers. 

The types of decisions described 
above are necessary for all busi¬ 
nesses. This chapter explains how 
Zycles Company or any other firm 
can determine the necessary lev¬ 
els, functions, skills, and efficiency 
for its managers that will maximize 
its value. 
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i 


Identify the levels of 
management. 

top (high-level) 
management 

managers in positions such as 
president, chief executive officer, 
chief financial officer, and vice- 
president who make decisions 
regarding the firm's long-run 
objectives 

middle management 

managers who are often respon¬ 
sible for the firm's short-term 
decisions 

supervisory (first-line) 
management 

managers who are usually highly 
involved with the employees who 
engage in the day-to-day produc¬ 
tion process 


Levels of Management 


Employees who are responsible for managing other employees or other re¬ 
sources serve as managers, even if their official title is different. The func¬ 
tions of managers vary with their respective levels within the firm. Top 
(high-level) management includes positions such as president, chief exec¬ 
utive officer (who commonly also serves as president), chief financial 
officer, and vice-president. These managers make decisions regarding the 
firm's long-run objectives (such as three to five years ahead). 

Middle management is often responsible for the firm's short-term 
decisions, as these managers are closer to the production process. Middle 
managers resolve problems and devise new methods to improve perfor¬ 
mance. Middle management includes positions such as regional manager 
and plant manager. 

Supervisory (first-line) management is usually highly involved with 
the employees who engage in the day-to-day production process. Super¬ 
visors deal with problems such as worker absenteeism and customer com¬ 
plaints. Supervisory management includes positions such as account 
manager and office manager. The types of functions that each level of 
management conducts are summarized in Exhibit 7. i. 

The relationships among top, middle, and supervisory managers can 
be more fully understood by considering a simple example. Exhibit 7.2 
shows the responsibilities of all managers in light of a firm's new plans to 
expand production and increase sales. The middle and top managers must 


Exhibit 7.1_ 

Comparison of Different 
Levels of Management 


Title 

Types of Decisions 

Top Management 

President 

1) Should we create new products? 

2) Should we expand? 

3) How can we expand? Through acquisitions? 

Chief Financial Officer 

1) Should more funds be borrowed? 

2) Should we invest available funds in proposed projects? 

Vice-President of Marketing 

1) Should an existing product be revised? 

2) Should our pricing policies be changed? 

3) Should our advertising strategies be changed? 

Middle Management 

Regional Sales Manager 

1) How can we boost sales in a particular city? 

2) How can complaints from one of our largest customers 
be resolved? 

3) Should an additional salesperson be hired? 

Plant Manager 

1) Should the structure of the assembly line be revised? 

2) Should new equipment be installed throughout the 
plant? 

Supervisory Management 

Account Manager 

1) How can workers who process payments from various 
accounts be motivated? 

2) How can conflicts between two workers be resolved? 

Supervisor 

1) How can the quality of work by assembly-line workers 
be assessed? 

2) How can assembly-line tasks be assigned across 
workers? 

3) How can customer complaints be handled? 













Exhibit 7.2 

Comparison of 
Responsibilities among 
Managers 


Decision Making 
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make production, marketing, and finance decisions that will achieve the 
new plans. The supervisory managers provide specific instructions to the 
new employees who are hired to achieve the higher production level. 



Interaction among Management Layers 

Z ycles Company (introduced at the beginning of the chapter) relies on three levels of 
managers to manage its business of producing and selling motorcycles. Its supervisory 
managers monitor the assembly-line operations and interact with the assembly-line work¬ 
ers on a daily basis.The middle managers are heavily involved with selling the motorcycles 
to various dealerships. They determine what types of motorcycles the dealerships want to 
buy, and they also respond to any complaints from the dealerships about previous orders. 
The middle managers interact with the supervisory managers when problems occur with 
the assembly-line production. The high-level managers determine the future design of 
the motorcycles, how to finance future operations, and how to advertise the company's 
products. The high-level managers consider any information provided by the middle man¬ 
agers before making key decisions. 

1. Explain why the feedback from the middle managers to the supervisory managers may 
affect the assembly-line process. 

2. Explain why the feedback from the middle managers to the high-level managers may 
affect key decisions such as the creation of a new motorcycle design. 

ANSWERS: 1 .The middle managers may pass along complaints that dealerships have received from customers about a prob¬ 
lem that is caused by the production process, and this information may lead to a change in the assembly-line process that 
could correct the problem. 2. The middle managers can relay information from the dealerships about the styles of motor¬ 
cycles that customers would like to buy if they were available. 
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2 


Identify the key 
functions of managers. 


planning 

the preparation of a firm for 
future business conditions 

mission statement 

a description of a firm's 
primary goal 


strategic plan 

identifies a firm's main business 
focus over a long-term period, 
perhaps three to five years 


Functions of Managers 


Most managerial functions can be classified into one of the following 
categories: 

► Planning 

► Organizing 

► Leading 

► Controlling 

Planning 

The planning function represents the preparation of a firm for future 
business conditions. As the first step in the planning process, the firm es¬ 
tablishes its mission statement, which describes its primary goal. For ex¬ 
ample, here is the mission statement of Bristol-Myers Squibb: 

“The mission of Bristol-Myers Squibb is to extend and enhance human life by 
providing the highest quality health and personal care products." 

Most mission statements are general, like that of Bristol-Myers Squibb. The 
mission of General Motors is to be the world's leader in transportation 
products, and the mission of Ford Motor Company is to be the world's lead¬ 
ing consumer company providing automotive products and services. 

Strategic Plan The strategic plan identifies the firm's main business focus 
over a long-term period. The strategic plan is more detailed than the mis¬ 
sion statement and describes in general terms how the firm's mission is to 
be achieved. For example, if a firm's mission is to produce quality com¬ 
puter products, its strategic plan might specify the particular computer 
products to be produced and the manner in which they will be sold (retail 
outlets, Internet, etc.). 

The strategic plan typically includes goals and strategies that can be 
used to satisfy the firm's mission. For example, a recent annual report 
of Bristol-Myers Squibb listed the following among its main goals and 
strategies: 

Goals: 

"Leadership in each product category and in each geographic market in 
which we compete. We aim to achieve number one or number two position 
with increasing market shares." 

“Superior customer satisfaction by providing the highest quality products 
and services to our customers. We will strive to be rated number one or two 
with continuous improvement as rated by our customers." 

“Superior steady shareholder returns, as measured by a number one or two 
competitive position in economic performance within our industry." 

“An organization which is committed to winning through teamwork, em¬ 
powerment, customer focus, and open communications." 
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Out o£ 
Business 




STRATEGIC PLANNING MEETING IN PROCESS 


HAS ^fOUR STRATEGIC 
PLANNING COMMITTEE 
DECIDED ON AMISSION 
FOR OUR BUSINESS ? 

TES, 

excellence! 


I DONT KNOW. 

wmic _ 1 COPIED IT FROM 

a competitor 
jnm/PAt? mission 

/ STATEMENT. 


Strategies: 

"Our mission and goals will be achieved by adhering to the following core 
strategies: 

► Achieve unit growth fueled internally by new products, geographic expansion, 
and marketing innovation, and externally through acquisition, joint venture 
and licensing agreements. 

► Dedicate ourselves to being recognized as the best in research and development 
across our businesses... 

► Achieve continuous improvement in our cost structure... 

► Attract, develop, motivate, and retain people of the highest caliber. The com¬ 
pany's reporting, reward and recognition systems will be built around attain¬ 
ment of the goals identified above." 

Once a firm specifies its mission, it can develop plans to achieve that 
mission. 

A firm's mission can change over time. When eBay was created, its mis¬ 
sion was to create an online auction system that would allow buyers and 
sellers to interact to purchase and sell products. As eBay became increas¬ 
ingly popular, it expanded its system to include several foreign countries, 
and it established a more ambitious mission—to serve buyers and sellers 
anywhere who wish to buy or sell practically anything. 


tactical planning 

smaller-scale plans (over one 
or two years) that are consistent 
with the firm's strategic (long¬ 
term) plan 


Tactical Planning High-level and middle managers also engage in tactical 
planning, or smaller-scale plans (over one or two years) that are consistent 
with the firm's strategic (long-term) plan. Tactical planning normally fo¬ 
cuses on a short-term period, such as the next year or so. To develop their 
tactical plan, managers of AT&T and other firms assess economic condi¬ 
tions, the general demand for various products, the level of competition 
among firms producing those products, and changes in technology. They 
use their vision to capitalize on opportunities in which they have some 
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Cross Functional Teamwork 

Interaction of Functions to Achieve the Strategic Plan 


T he development of a strategic plan requires interaction 
among the firm's managers who are responsible for dif¬ 
ferent business functions. Recall that the strategic plan of 
Bristol-Myers Squibb mentioned earlier includes goals of in¬ 
creased market share, customer satisfaction, and continu¬ 
ous improvement. The firm's strategies to achieve those 
goals include the creation of new products, continuous im¬ 
provement in cost structure (high production efficiency), 
and retaining good employees. 

The management function of Bristol-Myers Squibb 
can help achieve the firm's goals by assessing the needs of 
consumers so that the firm can create new products. It can 
also attempt to assess customers'satisfaction with existing 


products and use marketing strategies to increase the 
market share of these products. The financing function of 
Bristol-Myers Squibb can help achieve the firm's goals by 
determining the level of borrowing that will be sufficient 
to support the firm's operations. 

Since the business functions are related, a strategic 
plan can be implemented only when the interaction 
among business functions is recognized. A strategic plan 
that focuses on increased sales will likely require more 
production and financing.The table below shows some 
common ways that the goals of a strategic plan can be 
achieved by each function. 


How Various Business Func¬ 
tions Are Used to Achieve the 
Strategic Plan 


Function 

Typical Goals or Strategies That 

Can Be Achieved by This Function 

Management 

High production efficiency 


High production quality 


Customer satisfaction 
Employee satisfaction 


Marketing Innovation (new products) 

Increase market share of existing products 
Customer satisfaction 

Finance Reduce financing costs 

Efficient use of funds 


advantages over other firms in the industry. If a firm's strategic plan is to 
increase its market share by 20 percent, its tactical plans may focus on in¬ 
creasing sales in specific regions that have less competition. As time passes, 
additional tactical planning will be conducted in accordance with the 
strategic plan. 


operational planning 

establishes the methods to be 
used in the near future (such as 
the next year) to achieve the 
tactical plans 


Operational Planning Another form of planning, called operational planning, 

establishes the methods to be used in the near future (such as the next 
year) to achieve the tactical plans. Continuing our example of a firm whose 
tactical plan is to increase sales, the operational plan may specify the means 
by which the firm can increase sales. That is, the operational plan may 
specify an increase in the amount of funds allocated to advertising and the 
hiring of additional salespeople. 
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eBay has expanded its busi¬ 
ness around the world. 

Here it is hosting an event 
in Germany. 



policies 

guidelines for how tasks should 
be completed 


procedures 

steps necessary to implement 
a policy 


The goals of operational planning are somewhat dependent on the 
firm's long-term goals. For example, a firm's top managers may establish a 
goal of 12 percent annual growth in sales over the next several years. The 
firm's salespeople may be asked to strive for a 1 percent increase in total 
sales per month during the upcoming year. Their month-to-month goals 
are structured from the long-term goals established by top management. 

When firms engage in operational planning, they must abide by their 
policies, or guidelines for how tasks should be completed. For example, a 
policy on the hiring of employees may require that a specific process be fol¬ 
lowed. Policies enforced by firms ensure that all employees conduct specific 
tasks in a similar manner. The policies are intended to prevent employees 
from conducting tasks in a manner that is inefficient, dangerous, or illegal. 

Most policies contain procedures, or steps necessary to implement a 
policy. For example, a policy for hiring may specify that an ad is to be 
placed in the local newspaper for so many days and that the criteria for the 
job must be disclosed in the ad. These procedures are intended to prevent 
abuses, such as a manager hiring a friend or relative who is not really 
qualified for the job. Without procedures, managers could make decisions 
that conflict with the company's goals. 

As another example, a firm may implement procedures for air travel to 
ensure that employees use airlines that have relatively low prices and that 
they fly second class. These procedures are intended to prevent managers 
from incurring excessive travel expenses. 


contingency planning 

alternative plans developed 
for various possible business 
conditions 


Contingency Planning Some of a firm's plans may not be finalized until specific 
business conditions are known. For this reason, firms use contingency 
planning; that is, they develop alternative plans for various possible busi¬ 
ness conditions. The plan to be implemented is contingent on the business 
conditions that occur. For example, a firm that produces sports equipment 
may plan to boost its production of rollerblades in response to recent de¬ 
mand. At the same time, however, it may develop an alternative plan for 
using its resources to produce other equipment instead of rollerblades if 
demand declines. It may also develop a plan for increasing its production 
if the demand for its rollerblades is much higher than expected. 
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A manager discusses plans 
for production with factory 
workers. 


organizing 

the organization of employees and 
other resources in a manner that 
is consistent with the firm's goals 



Some contingency planning is conducted to prepare for possible crises 
that may occur. For example, airlines may establish contingency plans in 
the event that various problems arise, as illustrated in Exhibit 7.3. 

The September 11 crisis prompted many firms to develop a contin¬ 
gency plan in the event of a future crisis. Some firms established backup 
production plans in case their normal facilities are not functioning prop¬ 
erly. Other firms have identified backup office space that can be used if 
their normal offices are destroyed or otherwise are unusable. Many firms 
have also attempted to back up their information files and store them at an 
alternative location. 

Relationships among Planning Functions The relationships among the planning 
functions are shown in Exhibit 7.4. Notice how the tactical plan is depen¬ 
dent on the strategic plan and the operational plan is based on the tactical 
plan. The contingency plan offers alternatives to consider instead of the op¬ 
erational plan in specific situations (such as higher or lower demand for the 
product than anticipated). 

To fully understand how these plans fit together, assume that your firm 
produces men's shirts and that your strategic plan specifies goals of ex¬ 
panding into related products. In this case, your tactical plan may focus on 
producing one other product along with men's shirts, such as women's 
shirts. The operational plan will specify the changes in the firm's operations 
that are necessary to produce and sell women's shirts. Specifically, the plan 
will determine how much more fabric must be purchased each month, 
how the women's shirts will be priced, and where they will be sold. A con¬ 
tingency plan can also be prepared in the event that excessive competition 
develops in the market for women's shirts. If this occurs, the contingency 
plan may be to expand into different products, such as men's pants. 

Organizing 

The organizing function involves the organization of employees and other 
resources in a manner that is consistent with the firm's goals. Once a firm's 
goals are established (from the planning function), resources are obtained 
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Exhibit 7.3 

Illustration of Contingency 
Planning 


Situation 

Contingency Plan 

Overbooked reservations 

To reduce the number of customers who need that 


flight, offer customers who are willing to be bumped 
(wait for next flight) a free round-trip ticket to the 
destination of their choice in the future. 

Minor airplane repair needed 

Have airline mechanics available at each major 
airport in the event that a minor repair is needed. 

Major airplane repair needed 

If the airplane is not suitable for flying, attempt to 
reroute the passengers who were supposed to be on 
that plane by reserving seats for them on other flights. 


Exhibit 7.4 

How Planning Functions 
Are Related 



Example 


Long-term 


Tactical 

Planning 


Planning 

Focus on 


Decision to 

growth in 

-► 

expand into 

the men's 


the women's 

shirts 


shirts 

business 


business. 

and expand 



into 


related 


businesses. 



Operational 


Contingency 

Planning 


Planning 

Hire employees 


If the 

to work a 


women's 

night shift 


shirts 

in the 


business 

existing 


does not 

manufacturing 


perform 

plant. 


well. 





using the 


night shift 


to produce 


men's pants. 


and organized to achieve those goals. For example, employees of Daimler - 
Chrysler are organized among assembly lines to produce cars or trucks in 
a manner consistent with the company's goals. 

The organizing function occurs continuously throughout the life of the 
firm. This function is especially important for firms that frequently re¬ 
structure their operations. Organizational changes such as the creation of 
a new position or the promotion of an employee occur frequently. These 
changes may even necessitate revisions of job assignments of employees 
whose job positions have not changed. 

To illustrate the importance of the organizing function, consider a con¬ 
struction company that builds homes. The general contractor assigns tasks 
to the employees. From the laying of the foundation to painting, most tasks 
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A general contractor reviews 
the building plans of a home 
to ensure that the home is 
built as planned. 



must be completed in a particular order. Since all tasks cannot be com¬ 
pleted simultaneously, the contractor has workers working on different 
homes. In this way, employees can apply their respective specialties (such 
as painting, electrical, and so on) to whatever homes are at the proper stage 
of construction. The organizational structure of a business is discussed in 
more detail in the following chapter. 


leading 

the process of influencing the 
habits of others to achieve a com¬ 
mon goal 


initiative 

the willingness to take action 


Leading 

The leading function is the process of influencing the habits of others to 
achieve a common goal, ft may include the communication of job assign¬ 
ments to employees and possibly the methods of completing those assign¬ 
ments. ft may also include serving as a role model for employees. The 
leading should be conducted in a manner that is consistent with the firm's 
strategic plan. 

The leading function involves not only instructions on how to com¬ 
plete a task but also incentives to complete it correctly and quickly. Some 
forms of leading may help motivate employees. One method is to delegate 
authority by assigning employees more responsibility. Increased responsi¬ 
bility can encourage employees to take more pride in their jobs and raise 
their self-esteem. If employees are more actively involved in the produc¬ 
tion process and allowed to express their concerns, problems can be re¬ 
solved more easily. Managers who allow much employee feedback may 
prevent conflicts between management and employees, or even conflicts 
among employees. To the extent that the leading function can enhance the 
performance of employees, it will enhance the performance of the firm. 

For managers to be effective leaders, they need to have initiative, 
which is the willingness to take action. Managers who have all other skills 
but lack initiative may not be very effective. Some managers who recog¬ 
nize the need to make changes are unwilling to take action because male- 
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ing changes takes more effort than leaving the situation as is, and change 
may upset some employees. For example, consider a manager who recog¬ 
nizes that the firm's expenses could be reduced, without any adverse effect 
on the firm, by eliminating a particular department. Nevertheless, this 
manager may refrain from suggesting any action because it might upset 
some employees. Managers are more likely to initiate change if they are di¬ 
rectly rewarded for suggesting any changes that enhance the firm's value. 


autocratic 

a leadership style in which the 
leader retains full authority for 
decision making 


free-rein 

a leadership style in which the 
leader delegates much authority 
to employees 


participative 

a leadership style in which the 
leaders accept some employee in¬ 
put but usually use their authority 
to make decisions 


Leadership Styles Although all managers have their own leadership styles, 
styles can be classified generally as autocratic, free-rein, or participative. 
Managers who use an autocratic leadership style retain full authority for 
decision making; employees have little or no input. For example, if man¬ 
agers believe that one of their manufacturing plants will continue to incur 
losses, they may decide to close the plant without asking for input from 
the plant's workers. Autocratic managers may believe that employees can¬ 
not offer input that would contribute to a given decision. Employees are 
instructed to carry out tasks as ordered by autocratic leaders and are dis¬ 
couraged from being creative. In general, employees who desire responsi¬ 
bility are likely to become dissatisfied with such a management style. 

Managers who use a free-rein (also called "laissez-faire") management 
style delegate much authority to employees. This style is the opposite ex¬ 
treme from the autocratic style. Free-rein managers communicate goals to 
employees but allow the employees to choose how to complete the objec¬ 
tives. For example, managers may inform workers in a manufacturing 
plant that the plant's performance must be improved and then allow the 
workers to implement an improvement strategy. Employees working un¬ 
der a free-rein management style are expected to manage and motivate 
themselves daily. 

In the participative (also called democratic) leadership style, the lead¬ 
ers accept some employee input but usually use their authority to make 
decisions. This style requires frequent communication between managers 
and employees. Managers who use a participative management style allow 
employees to express their opinions but do not pressure employees to 
make major decisions. For example, managers of a General Motors plant 
may consider the ideas of assembly-line workers on how to improve the 
plant's performance, but the managers will make the final decisions. 

A comparison of leadership styles is provided in Exhibit 7.5. The 
optimal leadership style varies with the situation and with employees' 
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How Leadership Style 
Affects Employee Influence 
on Management Decisions 
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Conflicts with the Goal of a Multinational Corporation 


A s part of their role as leaders, managers should influence 
other employees to focus on maximizing the firm's 
value. Sometimes, however, managers are tempted to make 
decisions that conflict with this goal. For example, a decision 
to establish a foreign subsidiary (a subsidiary in a foreign 
country) in one country versus another may be based on the 
country's appeal to a particular manager rather than on its 
potential benefits to shareholders. Decisions to expand may 
be determined by the desires of managers to make their re¬ 
spective divisions grow in order to receive more responsibil¬ 
ity and compensation. 

The costs of ensuring that managers maximize share¬ 
holder wealth (referred to as agency costs) are normally 
larger for multinational corporations than for purely domes¬ 
tic firms, for several reasons. First, multinational corpora¬ 
tions that have subsidiaries scattered around the world may 
experience larger agency problems because monitoring 
managers of distant subsidiaries is more difficult. Second, 
managers of foreign subsidiaries who have been raised in 
different cultures may not follow uniform goals. Third, the 
sheer size of the larger multinational corporations can also 
create large agency problems. 


Managers of foreign subsidiaries may be tempted to 
make decisions that maximize the values of their respective 
subsidiaries. This objective will not necessarily coincide with 
maximizing the value of the overall firm. Consider the case 
ofTexen, Inc., which produces and sells wallets in the United 
States. It established a subsidiary in Mexico to produce and 
sell wallets in South America. Instead, the subsidiary ex¬ 
ported the wallets to the United States, thereby taking away 
some ofTexen's U.S. business. The managers of the sub¬ 
sidiary focused on a strategy that would enhance the sub¬ 
sidiary's value without realizing that this strategy could 
adversely affect Texen, the parent company. 

If the U.S. managers of the parent company conduct 
their function of leading properly, they will communicate 
the goals that the subsidiary managers should follow. The 
U.S. managers should ensure that the subsidiary managers 
understand that a decision that maximizes the value of a 
subsidiary may be detrimental to the firm overall.Thus, in 
making decisions, the managers of a subsidiary should 
always consider the potential impact on other subsidiaries 
and on the parent. 


experience and personalities. The free-rein style may be appropriate if 
employees are highly independent, creative, and motivated. An autocratic 
style may be most effective for managing employees with low skill levels 
or high turnover rates. Participative management is effective when em¬ 
ployees can offer a different perspective because of their closer attention to 
daily tasks. 

Within a given firm, all three leadership styles may be used. For ex¬ 
ample, the top management of General Motors may use autocratic leader¬ 
ship to determine the types of automobiles (large versus small cars, luxury 
versus economy cars, and so on) to design in the future. These plans are 
made without much employee input because the top managers can rely on 
recent surveys of consumer preferences along with their own vision of 
what types of cars will be in demand in the future. 

Once top management identifies the types of automobiles to produce, 
a participative leadership style may be used to design each type of car. That 
is, top management may establish general design guidelines for a particu¬ 
lar type of car to be produced (such as specifying a small economy car) and 
ask employees for their suggestions on developing this type of car. These 
employees have experience on specific assembly-line operations and can 
offer useful input based on various production or quality problems they 
experienced with other cars. The top managers will make the final deci- 
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Managers must continually 
work together to make deci¬ 
sions related to production, 
marketing, and finance in 
order to achieve the busi¬ 
ness's strategic plan. 


controlling 

the monitoring and evaluation 
of tasks 


Exhibit 7.6 

Example of the Controlling 
Function 


sions after receiving the en¬ 
gineers' proposed designs, 
which are based on input 
from numerous employ¬ 
ees. This example reflects a 
participative style because 
managers use their author¬ 
ity to decide on the particu¬ 
lar type of product to be 
produced but solicit input 
from many employees. 

After the design of a 
specific car is completed, 
managers use a free-rein 
style for some parts of the 
production process. For ex¬ 
ample, a group of employ¬ 
ees may be assigned to a 
set of assembly-line tasks. 
They may be allowed to 
assign the specific tasks 
among themselves. They 
may also be allowed to ro¬ 
tate their specific jobs to 
avoid boredom. This example reflects the free-rein style because the em¬ 
ployees are allowed to choose how to achieve the firm's objectives. 

Controlling 

The controlling function involves the monitoring and evaluation of tasks. 
To evaluate tasks, managers should measure performance in comparison 
with the standards and expectations they set. That is, the controlling func¬ 
tion assesses whether the plans set within the planning function are 
achieved. Standards can be applied to production volume and cost, sales 
volume, profits, and several other variables used to measure a firm's per¬ 
formance. The controlling function allows for continual evaluation so that 
the firm can ensure that it is following the course intended to achieve its 
strategic plan. 

The strategic plan of Bristol-Myers Squibb (presented earlier) states 
that its reward systems will be based on standards set by the goals identified 
within that plan. An example of how the controlling function can be used 
to assess a firm's operations is shown in Exhibit 7.6. 




Sales volume 
Production volume 
Labor expenses 
Administrative expenses 
Equipment repair 


Actual Level 

Last Week 

Standards 

(Expected 

Level) 

Assessment 

300 units 

280 units 

OK 

350 units 

350 units 

OK 

$10,000 

$9,000 

Too high 

$14,500 

$15,000 

OK 

$3,000 

$1,000 

Too high 
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Global Busine 


Leadership Styles for Global Business 


W hen U.S. firms establish subsidiaries in foreign coun¬ 
tries, they must determine the type of leadership style 
to use in those subsidiaries.The firms do not automatically 
apply the style they use in the United States because condi¬ 
tions in foreign countries may be different. In some countries 
that have only recently encouraged private ownership of 
businesses (such as Hungary, Ukraine, and China), people are 
not accustomed to making decisions that will maximize the 
value of the business. Many people have had experience 
only in managing government-owned businesses. In those 
businesses, management decisions tended to focus on satis¬ 
fying government goals rather than on maximizing the value 
of the business. Furthermore, the businesses had little or no 
competition, so managers could make decisions without 
concern about losing market share. Now, when U.S. firms es¬ 
tablish subsidiaries in such countries, the firms may use a 
more autocratic leadership style for their subsidiaries. In¬ 
structions come from the U.S. headquarters, and the man¬ 
agers of the foreign subsidiaries are responsible for carrying 
out those instructions. When the managers have problems, 
they contact U.S. headquarters for advice. 


Although many U.S. firms have recently adopted free- 
rein and participative styles in the United States, they may 
nevertheless be reluctant to give too much power to man¬ 
agers of some of their foreign subsidiaries. As the managers 
of the subsidiaries gain experience working for the firm and 
in a competitive environment, they may be given more 
power to make decisions. 

When a U.S. firm has foreign subsidiaries in several dif¬ 
ferent countries, its choice of a leadership style may vary 
with the characteristics of the foreign country. For example, 
it may allow a participative style in industrialized countries 
where managers are experienced in making business deci¬ 
sions aimed at maximizing the firm's value.The same firm 
may impose an autocratic style in a country where most 
business managers are not accustomed to making business 
decisions in this manner. No one particular leadership style 
is always appropriate for all countries. The firm must con¬ 
sider the country's characteristics before deciding which 
leadership style to use. Furthermore, the proper leadership 
style for any particular country may change over time in 
response to changes in the country's conditions. 


Some standards such as profits are general and apply to all departments 
of a firm. Thus, no single department is likely to be entirely accountable if 
the firm's profits are not sufficient. Other standards focus on a particular 
operation of the firm. For example, production volume, production cost 
per unit, and inventory level standards can be used to monitor production. 
A specified volume of sales can be used as a standard to monitor the effec¬ 
tiveness of marketing strategies. 

The main reason for setting standards is to detect and correct deficien¬ 
cies. When deficiencies are detected, managers must take corrective ac¬ 
tion. For example, if labor and equipment repair expenses are too high, the 
firm will attempt to identify the reason for the high costs so that it can 
prevent them in the future. If a firm finds that its sales volume is below 
standards, its managers will determine whether to revise the existing mar¬ 
keting strategies or penalize those employees who are responsible for the 
deficiency. Deficiencies that are detected early may be more easily cor¬ 
rected. By identifying deficiencies that must be corrected, the controlling 
function can help to improve a firm's performance. 

In some cases, the standards rather than the strategies need to be cor¬ 
rected. For example, a particular advertising strategy to boost automobile 
sales may fail when interest rates are high because consumers are unwill¬ 
ing to borrow money to purchase automobiles at those interest rates. The 
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failure to reach a specified sales level may be due to the high interest rates 
rather than a poor advertising strategy. 

Control by Investors Corporate governance involves the oversight or gover¬ 
nance of corporate management. High-level managers are indirectly con¬ 
trolled by the corporate governance process. Investors of publicly traded 
firms try to ensure that the managers make effective decisions that will 
maximize the firm's performance and value. Investors have some influ¬ 
ence over management because they can complain to the board of direc¬ 
tors or to executives if the managers are making poor decisions. The board 
and executives are especially concerned about satisfying institutional in¬ 
vestors that hold large amounts of the firm's shares because if those in¬ 
vestors sell all their holdings of the firm's shares, a pronounced decline in 
the stock's price could occur. 

In some cases, the institutional investors form a group so that they 
will have greater influence on the firm's management. Institutional Share¬ 
holder Services (ISS), Inc., is a firm that organizes institutional share¬ 
holders to push for a common cause. When ISS receives feedback from 
institutional investors about a particular firm, it organizes a conference call 
with high-ranking executives of the firm and allows investors to listen in 
on the call. Unlike earnings conference calls, which are controlled by the 
firm, the conference call is run by ISS, which asks questions that focus on 
the institutional shareholders' concerns about the firm's management. 
Typical questions asked by ISS include: 

► Why is your chief executive officer (CEO) also the chairman of the 

board? 

► Why is your executive compensation much higher than the indus¬ 
try norm? 

► What is your process for nominating new board members? 

Transcripts of the conference call are available within 48 hours after 
the call. 

Control of Reporting Another objective of the controlling process is to ensure 
accurate reporting within the firm. Investors of publicly traded firms at¬ 
tempt to have some control over a firm's management by reviewing the 
financial statements that the firm releases on a quarterly basis. In recent 
years, some publicly traded firms used reporting procedures that inten¬ 
tionally exaggerated the firm's revenue or profit over a particular time pe¬ 
riod. Such inaccurate reporting may mislead investors who are trying to 
monitor a firm's management by causing the management to look better 
than it actually is. Consequently, investors may overestimate the value of 
the firm and therefore pay too much for its stock. In addition, executives 
who hold the firm's stock may be able to sell it for a high price to investors 
who were misinformed about the firm's profits. 

The Sarbanes-Oxley Act (SOX) was enacted in 2002 in an effort to pre¬ 
vent such reporting abuses. It requires firms to implement a system that al¬ 
lows their level of productivity and profitability to easily be monitored. The 
system must be designed to detect reporting discrepancies so that a firm's 
reported financial performance can easily be checked on a periodic basis. 
In general, the financial performance is based on the firm's revenue and 
expenses. Most firms use software programs that can verify their infor¬ 
mation about revenue and expenses and determine whether the financial 
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Exhibit 7.7 

Integration of Management 
Functions 


O Planning 



O Control 


Top Management: 

Assess the expenses and sales 
from producing computer 
games every month. Determine 
whether the new strategic plan 
is successful. 


O Control 


Middle Management: 
Determine whether the 
production is efficient (based 
on monitoring the plant's output 
and expenses each month). 


O Control 


Supervisors: 

Monitor employees to ensure that 
they are completing their new 
assignments properly. 
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Employees gather around 
a desk to listen in on a 
video conference. 


reporting is consistent with the information provided by various depart¬ 
ments within the firm. 

Integration of Management Functions 

To illustrate how the four different functions of management are inte¬ 
grated, consider a firm that makes children's toys and decides to restructure 
its operations. Because of low sales, the top managers create a new strate¬ 
gic plan to discontinue production of plastic toys and to begin producing 
computer games. This planning function will require the use of the other 
management functions, as shown in Exhibit 7.7. The organizing function 
is needed to reorganize the hrm's production process so that it can produce 
computer games. The leading function is needed to provide employees 
with instructions on how to produce the computer games. The controlling 
function is needed to determine whether the production process estab¬ 
lished to produce computer games is efficient and whether the sales of 
computer games are as high as forecasted. 

In a small business, the owner may frequently perform all the man¬ 
agement functions. For example, an owner of a small business may revise 
the strategic plan (planning function), reorganize the hrm's production fa¬ 
cility (organizing function), assign new tasks to the employees (leading 
function), and then assess whether all these revisions lead to acceptable re¬ 
sults (controlling function). 

Use of Technology and Software to Improve 
Management Functions 

Technology facilitates the integration of management functions. The 
planning function may easily involve input from various managers 

through an online net¬ 
work. Once specific plans 
are set, they can be imme¬ 
diately communicated to 
managers at all offices or 
plants. Next, the managers 
decide how to achieve the 
plans that have been es¬ 
tablished. Then they per¬ 
form the leading function 
by offering instructions to 
their employees. They may 
provide some general in¬ 
structions online and other 
instructions on a more per¬ 
sonal level. Finally, an on¬ 
line network can be used 
to conduct the control¬ 
ling function. As employ¬ 
ees perform their duties, 
their managers are in¬ 
formed of the amount of 
output produced, and they 
relay the information to the 
top managers who initially 
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established the plans. If the operations are not working according to the 
plan, this will be detected within the controlling function. Under these cir¬ 
cumstances, either the operations or the plan can be modified. 

Software to Improve Management Functions 

Recently, computer software packages have been developed to help man¬ 
agers conduct their functions more effectively. This software supports a 
wide range of activities, including the following: 

► Personnel Hiring Software for screening job applicants, based upon psy¬ 
chological principles, can be used to assess attitudes and potential fit 
with the company. Software of this type has long been used at a num¬ 
ber of well-known companies, such as Mrs. Field's Cookies. 

► Personnel Evaluation Reviewing and evaluating personnel has long been 
a sensitive task that is dreaded by many managers. Software is avail¬ 
able that helps managers in constructing and writing reviews, as 
well as recording employee progress toward goals. Such software can 
help managers get through the review process and can be extremely 
valuable in documenting poor performance leading to an employee 
termination. Such documentation can be extremely valuable if the ter¬ 
minated employee sues his or her former employer. 

► General Management A wide range of software is available to assist man¬ 
agers in day-to-day management activities. Calendar and scheduling 
software can be used for appointments and for time management. 
Personnel software can form the basis of a personnel system, keeping 
track of assorted information such as vacation usage, medical benefits, 
pension contributions, and so forth. In addition, some versions of per¬ 
sonnel software provide managers with templates for creating com¬ 
plete personnel manuals. Contact management software can help sales 
personnel keep track of customer calls. Financial software can aid man¬ 
agers in making reasonable projections of future business. A wide 
range of software supports specific activities, such as creating presen¬ 
tations and business planning. 

► Negotiating A number of software packages have been developed that 
employ psychological models to help managers devise negotiating 
strategies for various situations. The software design is based on the 
principle that different negotiating styles should be employed when 
dealing with different types of individuals. 

► Decision Making A growing number of software packages are designed to 
help managers make decisions more rationally. Using tested decision¬ 
making techniques, they force managers to identify and prioritize al¬ 
ternatives in such a way that they can be ranked in an internally 
consistent fashion. 

► Creativity Some software is designed to stimulate managerial creativity. 
Such packages employ techniques drawn from brainstorming research 
and may also employ question-and-answer sessions designed to inspire 
managers with new ideas. 

Although it is unlikely that software will ever substitute for managerial ex¬ 
perience, managers are increasingly using software to supplement their 
own management techniques. 
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Decision Making 


3 

Describe the skills that 
managers need. 


conceptual skills 

the ability to understand the rela¬ 
tionships among the various tasks 
of a firm 


Using Managerial Functions to Make Decisions 

Z ycles Company, the motorcycle producer introduced earlier, illustrates how a firm can 
use the functions just described to improve its performance. Its managers recently ap¬ 
plied the planning function to set a goal of developing a new design for a motorcycle that 
will appeal to customers and can be produced at a low cost. They applied the organizing 
function to establish a set of tasks so that the engineering department will produce a 
model intended to satisfy customer preferences for design, and the model will be tested by 
customers before the design is finalized. Zycles' managers applied the leading function to 
ensure that the final design will not be completed until the engineering department re¬ 
ceives feedback from the assembly-line workers on the potential problems or limitations 
they may encounter in producing the new model.The managers applied the controlling 
function to ensure that the engineers will consider all the information from other sources so 
that the model can be produced at a low cost. 

1. Explain the potential problems Zycles Company might encounter in achieving its goal if 
the organizing function is ignored. 

2. Explain the potential problems Zycles might encounter in achieving its goal if the con¬ 
trolling function is ignored. 

ANSWERS:1. If the organizing function is ignored, the engineering department may create a model before it receives informa¬ 
tion about the type of motorcycle design desired by customers. 2. If the controlling function is ignored, the engineering de¬ 
partment may create a model that is too costly to produce and therefore cannot be priced low enough to attract customers. 


Managerial Skills 


To perform well, managers rely on four types of skill s : 

► Conceptual skills 

► Interpersonal skills 

► Technical skills 

► Decision-making skills 

Conceptual Skills 

Managers with conceptual skills (also referred to as analytical skills) have 
the ability to understand the relationships among the various tasks of a 
firm. They see how all the pieces fit together. For example, top managers 
of Motorola understand how the production process is related to the mar¬ 
keting and finance functions. Their emphasis is not so much on the precise 
method of accomplishing any specific task as on having a general under¬ 
standing of the firm's operations. This enables them to anticipate the po¬ 
tential problems that could arise if, for example, a particular production 
plant experiences shortages. Managers need conceptual skills to make 
adjustments when problems like this occur. Managers with good con¬ 
ceptual skills have backup strategies when problems in the production pro¬ 
cess occur. Such strategies allow the firm to continue using its resources 
effectively. 

Conceptual skills are commonly used by the top-level and middle-level 
managers who are not directly involved in the production assembly pro¬ 
cess. These skills are necessary to optimally utilize employees and other re¬ 
sources in a manner that can achieve the firm's goals. Managers with good 
conceptual skills tend to be creative and are willing to consider various 
methods of achieving goals. 
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Supervisory (first-line) 
management works with 
employees who engage in 
the day-to-day production 
process. Here a manager 
monitors the work of an 
employee who works at 
a drafting table. 


interpersonal skills 

the skills necessary to com¬ 
municate with customers and 
employees 



Many managers must com¬ 
municate with customers 
to ensure satisfaction. They 
listen to customer com¬ 
plaints and attempt to re¬ 
spond in an acceptable 
manner. They may also 
bring other complaints to 
the attention of top man¬ 
agement. Managers lacking 
good interpersonal skills 
may ignore customer com¬ 
plaints. Consequently problems go unnoticed until a large number of dis¬ 
satisfied customers stop buying the firm's products. By that time, it may be 
too late for the firm to regain customers' trust. 

One of the most important interpersonal skills is the ability to ask good 
questions. Without this, the real story behind customer or employee dis¬ 
satisfaction may not be uncovered. 


Interpersonal Skills 

Virtually all managers per¬ 
form tasks that require 
good interpersonal skills 

(also referred to as com¬ 
munication skills), which 
are the skills necessary to 
communicate with cus¬ 
tomers and employees, as 
discussed next. 

Communication with Customers 


Communication with Employees Managers need good interpersonal skills 
when communicating with employees. They must be able to clearly com¬ 
municate assignments to employees and must communicate with employ¬ 
ees who have made mistakes on the job so that they can be corrected. In 
addition, managers must listen to complaints from employees and attempt 
to resolve their problems. 

Middle- and top-level managers who use good interpersonal skills in 
communicating with lower management will be better informed about 
problems within the firm. Interpersonal skills are often used by top and 
middle managers when they must make decisions based on information 
provided by other managers. For example, financial managers who develop 
next year's budget rely on projections of sales volume and prices provided 
by the marketing department. They also rely on production cost projections 
provided by the production department. All these managers must commu¬ 
nicate with each other because their projections are interrelated. 

Ford Motor Company has initiated an e-mail newsletter from the CEO 
to all 145,000 employees. The employees are allowed to use e-mail to re¬ 
ply to the CEO. This has encouraged more communication between man¬ 
agement and other employees. 


technical skills 

skills used to perform specific day- 
to-day tasks 


Technical Skills 

Managers need technical skills to understand the types of tasks that they 
manage. Managers who are closer to the actual production process use 
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decision-making skills 

skills for using existing informa¬ 
tion to determine how the firm's 
resources should be allocated 


Exhibit 7.8 

Stages Involved in Making 
a Decision 


their technical skills more frequently than high-level managers. For ex¬ 
ample, first-line managers of an assembly line of a computer manufacturer 
must be aware of how computer components are assembled. A technical 
understanding is important for all managers who evaluate new product 
ideas or are involved in solving problems. 

Many firms are using technology to help managers improve their tech¬ 
nical skills. They provide information online that can be accessed by the 
managers from any location. Some firms have established networks so that 
managers can collaborate to improve and develop their skills. Such a net¬ 
work reduces training and travel budgets because their managers no longer 
have to travel to conferences for training. 

Decision-Making Skills 

Managers need decision-making skills so that they can use existing infor¬ 
mation to determine how the firm's resources should be allocated. The 
types of decisions made by managers vary with the position. The following 
are some typical decisions regarding the utilization of the firm's resources: 

► Should more employees be hired? 

► Should more machinery be purchased? 

► Should a new facility be built? 

► Should the assembly-line operation be revised? 

► Should more supplies be ordered? 

► Should salaries be adjusted? 

These decisions affect either the revenue or the operating expenses of the 
firm and therefore affect its earnings. Managers who make proper deci¬ 
sions can improve the firm's earnings and thereby increase its value. 

Steps for Decision Making The decision-making process involves several 
specific stages. First, any possible decisions that are consistent with the 
firm's strategic plan are identified. Then, information relevant to each pos¬ 
sible decision is compiled. Using this information, the costs and benefits of 
each possible decision are estimated. From these estimates, one or more 
managers can make and implement the best decision. As time passes, this 
decision should be evaluated to determine if any changes are necessary. 
The stages of the decision-making process are summarized in Exhibit 7.8. 

As an example, consider the task of accommodating increased demand 
for products at IBM. Managers first think of alternative means of achiev¬ 
ing this goal, such as hiring more workers or allowing more overtime for 
existing workers. Compiling the relevant information, including the cost of 
adding more workers or allowing more overtime, enables the managers to 
estimate the costs and benefits of each alternative. Once managers have 
this information, they can conduct a cost-benefit analysis and select the 
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Exhibit 7.9 

Summary of Key 
Managerial Skills 


Decision Making 


better alternative. As time passes, the cost of each alternative may change, 
and the managers may reconsider their decisions. 

Summary of Management Skills 

The various management skills that have been described are summarized 
in Exhibit 7.9. All of these skills are necessary for managers to be success¬ 
ful. Managers who have good skills are more capable of ensuring a high 
level of productivity from the employees and facilities that they manage. 
They are also able to make business decisions that will improve the perfor¬ 
mance of the firm. 


Skill 

Example of How the Skill Can Be Used by a Firm 

Conceptual 

Used to understand how the production level must be large 
enough to satisfy demand and how demand is influenced by the 
firm's marketing decisions. 

Interpersonal 

Used to inform employees about the goals of the firm and about 
specific policies that they must follow; also used to hear com¬ 
plaints from employees or customers and to resolve any conflicts 
among people. 

Technical 

Used to understand how components must be assembled to 
produce a product; also used to understand how machines and 
equipment should be used. 

Decision making 

Used to determine whether the firm should expand, change its 
pricing policy, hire more employees, or obtain more financing; 
proper decision making requires an assessment of the costs and 
benefits of various possible decisions that could be implemented. 


Determining the Required Management Skills 

T he management skills a firm requires are dependent on the specific characteristics of 
the firm. Managers at Zycles Company, which produces motorcycles, use conceptual 
skills to determine the size of the production plant needed to accommodate the demand 
for its motorcycles. They use interpersonal skills to explain the company's goals to employ¬ 
ees, to instruct employees on their job assignments, and to listen to employee suggestions 
about how the production process could be improved. Zycles'managers need technical 
skills to develop an efficient process for producing a motorcycle.They also use decision¬ 
making skills to make many business decisions, including whether to expand production, 
hire more employees, and increase advertising. A careful analysis of the costs and benefits 
of a proposed decision requires conceptual skills, interpersonal skills, and technical skills. By 
using managers who have these skills, Zycles Company will be able to produce its product 
more efficiently, which results in lower expenses. In addition, it should be able to expand 
efficiently, which should increase its revenue. Both results lead to higher profits. 

1. Would the management skills needed by Zycles Company change if it focused on ex¬ 
panding its existing business in new locations rather than on trying to improve the de¬ 
sign of its existing product? 

2. Explain why Zycles'managers will need interpersonal skills as the company attempts to 
improve the design of a motorcycle so that it will satisfy customers. 

ANSWERS: 1. Managers would still need all types of management skills, but they may rely heavily on conceptual skills and in¬ 
terpersonal skills to identify locations where there is sufficient demand for motorcycles. 2. Interpersonal skills are needed to 
interact with customers and learn what they want changed in the existing motorcycle so that they will be more satisfied. 








CHAPTER 7 


MANAGING EFFECTIVELY 263 


4 

Describe methods that 
managers can use to 
utilize their time 
effectively. 


time management 

the way managers allocate their 
time when managing tasks 


How Managers Manage Time 


Managers have a limited amount of time to spend managing their respon¬ 
sibilities. Therefore, they use time management, which refers to the way 
managers allocate their time when managing tasks. Although there is no 
single perfect formula for using time efficiently, the following guidelines 
should be followed: 

► Set proper priorities. 

► Schedule long time intervals for large tasks. 

► Minimize interruptions. 

► Set short-term goals. 

► Delegate some tasks to employees. 

Each of these guidelines is discussed in turn. 


Set Proper Priorities 

One of the main reasons for time management problems is that managers 
lose sight of their role. Consider a regional sales manager who has two re¬ 
sponsibilities: (1) resolving any problems with existing sales orders and 
(2) entertaining new clients. The sales manager may allocate much more 
time to entertaining because it is more enjoyable. Consequently, problems 
with sales orders may accumulate. Time management is a matter of prior¬ 
ities. Managers who set priorities according to what is best for the firm, 
rather than what they enjoy the most, are more successful. 

Schedule Long Time Intervals for Large Tasks 

Managers may be able to complete large tasks efficiently by scheduling 
large intervals (blocks) of time to focus on those tasks. Within each block, 
managers can focus all of their attention on the large task. In general, more 
work on a large project can be accomplished within one three-hour inter¬ 
val than in three separate one-hour intervals spread throughout a day or 
a week. When using short time intervals, managers waste time refresh¬ 
ing their memories on the issue of concern and the potential solutions. 
They would be more efficient if they could focus on the issue for a longer 
interval. 

The best strategy for a task that requires less than one day of work may 
be to focus completely on that task until it is done. Short appointments that 
must be kept during a given day and are unrelated to the large task should 
be consolidated so that they do not continually break up the time allocated 
to the large task. 


Minimize Interruptions 

Virtually all managers are interrupted during the normal working day. 
Some problems may require immediate attention, but others can be put off 
until later. Managers should stay focused on the task at hand and avoid un¬ 
scheduled interruptions (except for emergencies). 

Some managers have a natural tendency to create their own interrup¬ 
tions. For example, they may stop in offices of other employees to social¬ 
ize. Although socializing during work hours may help reduce stress or 
boredom, managers should attempt to complete a certain amount of work 
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A manager meets informally 
with his employers after they 
completed an important 
project. 



Small Business Survey 


How Managers Run Meetings Efficiently 

A recent survey asked managers of small firms how they run meetings. The follow¬ 
ing figure identifies some common methods of running a meeting efficiently, along 
with the percentage of respondents who use each method. 


Define a meeting's purpose 


Address each item on 
the agenda 

Assign follow-up tasks 
after the meeting 

Record the discussion that 
occurs during the meeting 

Invite only those employees 
who are essential to the meeting 

Write an agenda, 
with time frames 

Specify questions to be 
addressed for each agenda 


0 20 40 60 80 10( 

The results suggest that many managers attempt to keep meetings organized by 
defining the meeting's purpose and addressing each item on the agenda. However, 
most managers do not specify questions to be addressed for each agenda item. 
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before taking a social break. In this way, the break is a reward for accom¬ 
plishing some work, not simply a means of putting off work. 

Set Short-Term Goals 

A common problem for managers is meeting deadlines, especially on large 
tasks. Managers should set short-term goals so that they can chip away at 
large tasks. For example, consider a manager who is assigned the task of 
purchasing a new computer system for the firm. The manager should 
break down the assignment into smaller tasks, such as (1) obtaining all the 
relevant information from other employees on the features that the com¬ 
puter system should have (Task A), (2) calling firms that sell computer sys¬ 
tems to obtain price quotes (Task B), and (3) visiting firms where similar 
computer systems are in place to determine how well they work (Task C). 
Task C cannot be done until Task B is completed, and Task B cannot be 
done until Task A is completed. 

If the assignment must be done in 10 weeks, the manager may set a 
goaf of completing Task A during the first three weeks, Task B during the 
fourth and fifth weeks, and Task C during the sixth and seventh weeks. 
This schedule allows a few extra weeks before the deadline in case unex¬ 
pected problems cause a task to take more time than was planned. 

Delegate Some Tasks to Employees 

Managers have only so much time to complete the tasks they are assigned. 
If they can delegate some authority to their employees, they will have 
more time to be creative. By delegating, managers may even increase the 
job satisfaction of employees who prefer extra responsibility. However, 
managers should delegate only those tasks that employees can handle. 


Decision Making How to Manage Time to Complete a Project 

T o illustrate how time can be effectively managed, recall that Zycles Company is attempt¬ 
ing to achieve a goal of developing a design for a new motorcycle model. It assigns 
three of its engineers the task of creating a new design over the next five weeks, based 
on information from consumers about preferences and information from other sources 
about the cost of the parts that might be used within the new motorcycle. The engineers' 
normal duties are assigned to other engineers so that they can spend all their time over 
the next five weeks to focusing on their assignment. They are also given several short-term 
goals that require specific parts of the design to be developed in a particular order. These 
goals are to be achieved on a weekly basis. This ensures that the engineers will make some 
progress toward the overall goal each week. 

1. Explain the benefits to Zycles Company of scheduling a long (five-week) period for 
the engineers to complete the task rather than allowing them only one hour a day for 
the task. 

2. What is the potential danger if Zycles Company does not set short-term goals for the 
engineers? 

ANSWERS: 1 .The long period without interruption allows the engineers to focus on the design. If they had to complete the 
design along with other tasks, the engineers would have difficulty staying focused on this assignment. Time would be lost 
each day as they switched from concentrating on other tasks to thinking about the design. 2. The danger is that the engi¬ 
neers may lose sight of short-term goals and be overwhelmed by the thought of having to complete the project in five 
weeks. If they focus more on each short-term goal, they will ultimately complete the project on time. 
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College Health Club: Planning at CHC 

Sue Kramer realizes that the success of College Health Club (CHC) is highly dependent on 
proper planning. She establishes the following plans: 

► Strategic Plan: The main objective of the business is to provide quality health club ser¬ 
vices, which should attract more members over time. The success of the health club is 
dependent on the number of memberships. In the long run, a goal is to apply the CHC 
business idea elsewhere by establishing health clubs near other colleges and universi¬ 
ties. This will involve identifying other colleges and universities that do not have a con¬ 
venient health club for the students nearby. Consider establishing health clubs near 
those campuses that would focus on serving the students. The membership fee should 
be affordable to students. 

► Tactical Plan: To achieve the strategic plan of establishing new health clubs near other 
colleges, the following tactical plan will be implemented. Conduct an informal survey of 
friends who are currently attending other colleges or universities nearby to determine 
whether they have convenient access to a health club next to the campus. The 
initial focus should be on colleges and universities that are within 50 miles because 
overseeing the establishment of a new health club will be easier if it is not far away. 

► Operational Plan: For any college or university whose students are not being served by 
a local health club or by facilities on campus, determine the potential benefits and costs 
of starting a new health club. The potential benefits are dependent on the number of 
students who might join a new health club. Determine the number of students who 
live on campus, and conduct an informal survey to estimate how many might be inter¬ 
ested in joining a new health club if one is established. The costs of establishing a new 
health club are dependent on the cost of rental space near that college campus. Use 
the local newspaper to determine the cost of rental space at shopping centers near the 
campus. If a new health club appears to be feasible, consider the possible sources of 
financing that would be needed. 
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Summary 


D The levels of management are 

► top (high-level) management, 
which concentrates on the firm's 
long-run objectives; 

► middle management, which is 
responsible for intermediate and 
short-term decisions; and 

► supervisory management, 
which is highly involved with 
employees who engage in the 
day-to-day production process. 

El The key functions of manage¬ 
ment are 

► planning for the future 
(objectives); 

► organizing resources to achieve 
objectives; 

► leading employees by provid¬ 
ing them with instructions on 
how they should complete their 
tasks; and 


understand how the wiring of a 
product is arranged; and 

► decision-making skills, which 
are used to assess alternative 
choices on the allocation of the 
firm's resources. 


Some of the key guidelines for 

effective time management are to 

► set proper priorities in order to 
focus on the most important job 
responsibilities; 

► schedule long time intervals for 
large tasks in order to focus on 
those tasks until the work is 
done; 

► minimize interruptions in order 
to complete assignments; 

► set short-term goals in order to 
chip away at long-term projects; 
and 

► delegate tasks that employees 
can complete on their own. 


How the Chapter Concepts 
Affect Business 
Performance 

A firm's decisions regarding the 
managerial concepts summarized 
here affect its performance. Its deci¬ 
sion regarding the use of manage¬ 
ment layers influences the cost of 
managing the business. Its utilization 
of managerial functions and skills 
influences its cost of production. 

The ability of its managers to man¬ 
age time affects its production 
efficiency. Overall, a firm with effec¬ 
tive management will run more 
smoothly, which results in lower 
production costs and higher cus¬ 
tomer satisfaction, which enhances 
its performance. 



► controlling, which in¬ 
volves monitoring and 
evaluating employee 
tasks. 


El The most important 

managerial skills needed are 

► conceptual skills, which 
are used to understand 
relationships among 
various tasks; 

► interpersonal skills, 
which are used to com¬ 
municate with other 
employees and with 
customers; 

► technical skills, which 
are used to perform 
specific day-to-day 
tasks, such as account¬ 
ing skills to develop 
financial statements 
or electrical skills to 
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Key Terms 
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leading 250 

procedures 247 

conceptual skills 259 

middle management 242 

strategic plan 244 

contingency planning 247 

mission statement 244 

supervisory (first-line) 
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operational planning 246 
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decision-making skills 261 
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tactical planning 245 
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policies 247 

top (high-level) management 242 

Review & Critical Thinking Questions 


1. What are the general functions 
of managers? Briefly describe 
each function. 

2. Discuss the various types of 
planning functions within a 
firm. With which type of plan¬ 
ning function would the presi¬ 
dent of a firm most likely be 
involved? 

3. Distinguish between manage¬ 
ment and leadership. Do you 
think a person could be an effec¬ 
tive manager but an ineffective 
leader? 

4. Describe the different leadership 
styles. Explain which style 
would be most appropriate if a 
manager wanted to consult with 
an employee before making a 
decision. 

5. Define the concept of manage¬ 
ment and identify the types of 
resources that a manager man¬ 
ages for a firm. 

6. When U.S. firms establish sub¬ 
sidiaries in foreign countries, 
management must determine 
the appropriate leadership style. 
Discuss the appropriate style for 
each of the following: a develop¬ 
ing country and an advanced 
industrialized country. 


7. Explain how technology facili¬ 
tates the integration of manage¬ 
ment functions. 

8. Discuss the different types of 
skills that a manager should 
possess. What skills are most 
important for a supervisor in a 
machine shop? 

9. Explain the stages of decision 
making for a manager who has 
just decided to enter a new mar¬ 
ket with an existing product line. 

10. Explain how you would utilize 
the guidelines for time manage¬ 
ment for an important project 
due today. 

11. Explain how a manager could 
handle the task of setting short¬ 
term goals for a large project that 
is due in 20 weeks. 

12. Explain why time management 
skills are needed at all levels of 
management. What skills are 
most important for the manager 
of an e-business? 

13. Describe the pros and cons of 
an autocratic management style 
versus a participative manage¬ 
ment style. 

14. Explain why contingency plan¬ 
ning is essential for a firm. EIow 


can firms identify potential prob¬ 
lems and develop alternative 
plans? 

15. Who is involved with the strate¬ 
gic planning process of a firm? 
What can go wrong with strate¬ 
gic planning, and how can any 
problems be corrected? 

16. How can a firm measure the 
success or failure of a given proj¬ 
ect? What role does the control¬ 
ling function play? 

17. How does tactical planning differ 
from operational planning? 
Which comes first? 

18. Can a firm be successful if its 
managers do not have initiative? 
What aspects of initiative do you 
think are most important? 

19. What is a strategic plan, and 
what are the plan's components? 
Which level of management 
should formulate the strategic 
plan? 

20. Why is control of reporting im¬ 
portant? From an investor's 
standpoint, what can go wrong 
when managers are able to 
exaggerate a firm's revenues 
or profits? 
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Discussion Questions 


1. How do you think the general 
management functions vary 
at each level of management 
within the firm? 

2. Assume that you are thinking 
of becoming a manager. Define 
management. What are the most 
important skills you should have 
to become an effective manager? 

3. Discuss how global competition 
is changing our thinking about 
managing firms and subsidiaries 
in foreign countries. 

4. How could a firm use the Inter¬ 
net to provide information on 
its levels of management? How 


could a firm use the Internet to 
attract new managers? 

5. Have you witnessed examples of 
effective and ineffective manage¬ 
ment? Cite some examples of 
both. 

6. Explain the different leadership 
styles you would use if you were 
the manager of a project that 
involved supervising other 
employees. 

7. Describe how technology helps 
managers enhance their time 
management skills. What are the 
pros and cons of Internet tech¬ 
nology for time management? 


8. Describe the different manage¬ 
rial leadership styles and indicate 
their pros and cons. Which lead¬ 
ership style do you think is best? 

9. Why is tactical planning impor¬ 
tant? If you were a manager of 
an Internet business, what fac¬ 
tors would you consider while 
doing tactical planning? 

10. How do the functions of middle 
management differ from those of 
top-level management? Which 
job functions would you rather 
perform? 


College Health Club: Managing at CHC 

1. Should Sue Kramer pursue her strategic plan of establishing additional health clubs at 
the same time that she opens CHC? 

2. Key tasks of workers at CHC include leading aerobics classes and helping members use 
the exercise and weight machines. Explain how Sue can influence the performance of 
her workers through the leading function. 

3. Should Sue use an autocratic, free-rein, or participative leadership style, or a combina¬ 
tion of styles? Explain. 

4. How can Sue use the controlling function at CHC? 

5. Explain how the controlling function can be used to assess CHC's marketing and pro¬ 
duction of health club services. 

6. Why does Sue need good interpersonal skills for her business? 

7. A health club differs from manufacturing firms in that it produces a service rather than 
products. Explain why interpersonal skills of employees may be more critical at service 
firms like CHC than at manufacturing firms. Do employees at manufacturing firms need 
interpersonal skills? 



Investing in a Business 


Using the annual report of the firm in which you would 
like to invest, complete the following: 

Questions 

What are the firm's mission and strategic plan? 

Q How does the firm intend to achieve its strategic 
plan? Is it restructuring its operations to achieve its 
objectives? 

Explain how the business uses technology to en¬ 
hance its management function. For example, does 


it use the Internet to provide information regarding 
its levels of management and the managerial func¬ 
tions it emphasizes? 

Q Go to http://hoovers.com and locate the NEWS 
SEARCH. Type in the name of the firm in the 
space provided, and review the recent news stories 
about the firm. Summarize any (at least one) re¬ 
cent news story about the firm that applies to one 
or more of the key concepts in this chapter. 
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Case: Applying Management Skills 


Maggie Wiltz manages a high-fashion specialty store in 
Atlanta, Georgia. Her daily activities start one hour be¬ 
fore her store normally opens for business. She starts 
her day by opening the morning mail. Maggie must 
read numerous memos before the day starts. These 
memos are typically related to the coming day's business 
activities. 

Half an hour before the store opens, Maggie meets 
with her employees. Today, she plans to discuss impor¬ 
tant issues, most notably the fact that sales were off in 
the first quarter by 10 percent. She also wants to discuss 
her concern over returned merchandise. 

Maggie's employees are relatively new and inexperi¬ 
enced. She believes she should select an appropriate 
leadership style to fit the situation and elects to use a 
participative style. Once Maggie starts the meeting, she 
wants the employees to participate and provide solu¬ 
tions to the problems discussed. The employees cannot 
offer any reasons why sales are declining, but they do 
suggest that a quality issue may be involved in the re¬ 
turns of merchandise. 


After the store opens, Maggie is frequently inter¬ 
rupted by her employees. Another item on her agenda 
for the day is a midday luncheon with the Rotary Club, 
where she is to be the guest speaker. Later in the day, 
at the close of business, Maggie is to meet with her re¬ 
gional sales manager to discuss the excessive returns of 
merchandise. She intends to provide him with the solu¬ 
tions that resulted from the meeting with her employ¬ 
ees. She does not look forward to this meeting. 

Questions 

Q Define time management. What recommendations 
could you make to help Maggie improve in this 
area? 

Q Discuss the management functions that Maggie 
utilizes on her job. 

Q Should Maggie have developed a plan of action be¬ 
fore her meeting with her employees? If so, what 
specific plan would you suggest? 

Q What management skills is Maggie using in this 
case? Which management skill is Maggie lacking? 


Video Case: Managing at Caribou Coffee 


Caribou Coffee is a coffee distributor in Minneapolis 
that has consistently grown over the years despite very 
tough competition in many markets. Caribou's overall 
mission is to uphold the highest standard of quality in 
its coffee beans and still make a profit. This requires its 
managers to manage the tradeoffs between the cost and 
quality of coffee beans. 

In order to compete. Caribou must come up with 
one- to three-year plans. One-year plans are based on 
hard numbers, while three-year plans are more strategic 
in nature. Caribou finds that flexibility is important in 
its planning process because predictions are not always 
correct. During the planning process. Caribou's man¬ 
agers must make assumptions, which should be ques¬ 
tioned to make sure they are reasonable. Flexibility 
entails being able to change plans if forecasts are not 
correct. For example, at one point employee costs were 
higher than forecasted, and the firm had to regroup and 


make adjustments to make sure it could still meet its 
bottom-line objectives. Caribou is careful to spread out 
its purchases among several suppliers so that it is not de¬ 
pendent on any one supplier. Contingency planning is 
also very important to Caribou. For more information 
on Caribou Coffee, go to http://www.cariboucoffee.com. 

Questions 

U; What tradeoffs does Caribou face in focusing on 
both the freshness and quality of its coffee and the 
coffee's cost? 

Q How was Caribou hurt when one of its suppliers 
experienced financial problems? What solutions 
did Caribou come up with to avoid such problems 
in the future? 

Q How does Caribou manage inventory? 

Q Why does Caribou use contingency planning? 
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Internet Applications 


1. http://www.cfo.com 

What kind of information is available at this website? 
What resources for managers can you identify? What 
useful information specific to chief financial officers do 
you find on this website? 

2. http://www.emergingleader.com 

Examine some of the featured articles at this site. What 
are some of the leadership traits that are commonly 
mentioned in the articles? Relate these characteristics to 
the skills mentioned in the text (i.e., conceptual, inter¬ 


personal, technical, and decision making). Do you think 
that the importance of these skills varies with the type 
of company, such as manufacturing versus service 
companies? 

3. http://www.sci-corp.com/About.html 

Examine this company's website to evaluate the board 
of directors and managers of the firm. Click on "corpo¬ 
rate officers." Who is the CEO, and what kind of 
educational background does he have? How do the 
backgrounds of the executives differ? Why are their 
particular skills needed for this kind of company? 


Dell's Secret to Success 


POLL 


Go to http://www.reportgallery.com and review Dell's 
most recent annual report. Also, go to Dell's website 
(http://www.dell.com) and in the section "about Dell/' 
review the background material about Dell that relates 
to this chapter. 


Questions 

Q What is Dell's mission or objectives? 

Q What strategies has Dell used to achieve its mission? 

Q Dell's website mentions that it identifies and man¬ 
ages its risk. What types of risk do you think Dell is 
exposed to? 
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True or False 

1. Top management is usually highly involved with 
employees who are engaged in the day-to-day pro¬ 
duction process. 

2. Planning is the managerial function that influences 
the habits of others to achieve a common goal. 

3. A firm's mission statement will identify the goals of 
the firm. 

4. Contingency planning identifies the firm's main 
business focus over a long-term period. 

5. Leading is the management function that provides 
employees with the instructions they need to com¬ 
plete a task, as well as incentives to encourage the 
employees to do the job correctly and quickly. 

6. A U.S. firm with several foreign subsidiaries should 
vary its leadership style in the different countries, 
depending upon the characteristics of the foreign 
country. 

7. The free-rein leadership style is more appropriate 
than the autocratic style if employees are highly 
independent, creative, and motivated. 

8. The controlling function of management involves 
organizing employees and other resources in order 
to achieve the firm's goals. 

9. In a small business, the owner may frequently per¬ 
form all the management functions. 

10. Conceptual skills are commonly required by 

assembly-line employees who are directly involved 
in the production assembly process. 


Multiple Choice 

11. The position of chief financial officer is considered 
to be a: 

a) supervisory position. 

b) top-management position. 

c) first-line management position. 

d) bottom-line position. 

e) middle-management position. 

12. Which of the following describes the primary goal 
of a firm? 

a) tactical plan 

b) mission statement 

c) operating plan 

d) bottom-up plan 

e) contingency plan 

13. Middle- and high-level managers engage in short¬ 
term, small-scale plans that are consistent with the 
firm's strategic plan.These short-term, smaller-scale 
plans are known as: 

a) tactical plans. 

b) mission statements. 

c) leadership plans. 

d) bottom-up plans. 

e) contingency plans. 

14. The type of planning that identifies the methods 
used to achieve a firm's tactical plans is called: 

a) operational planning. 

b) mission planning. 

c) strategic planning. 

d) contingency planning. 

e) procedure planning. 
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15. All of the following are typical goals that the man¬ 
agement function can help to achieve except: 

a) high production efficiency. 

b) high production quality. 

c) limited competition. 

d) customer satisfaction. 

e) employee satisfaction. 

16. The management of a firm would benefit from 

having_in order to effectively handle various 

possible unexpected business conditions. 

a) interpersonal plans 

b) various leadership styles 

c) strategic plans 

d) tactical management 

e) contingency plans 

17. Business firms develop and enforce_to 

prevent employees from conducting tasks in an 
inefficient, dangerous, or illegal manner. 

a) kickbacks 

b) reciprocity 

c) policies 

d) time management 

e) prioritizing tasks 

18. The steps necessary to implement a policy are 
known as: 

a) contingency plans. 

b) operational goals. 

c) initiative statements. 

d) production standards. 

e) procedures. 

19. The leading function of management should be 
conducted in a manner that is consistent with the 
firm's: 

a) competition. 

b) strategic plan. 

c) customers. 

d) industry demands. 

e) labor union. 


20. When employees have little or no input in decision 
making, managers use a(n): 

a) free-rein style. 

b) interpersonal communication style. 

c) autocratic leadership style. 

d) participative style. 

e) employee-centered style. 

21. Managers who lack initiative may not be very effec¬ 
tive even if they possess the necessary: 

a) financial backing. 

b) reciprocity. 

c) support. 

d) skills. 

e) patronage. 

22. The style of leadership that is the opposite extreme 
of the autocratic style is: 

a) free-rein. 

b) authoritative. 

c) manipulative. 

d) boss-centered. 

e) commanding. 

23. The type of leadership style that allows employees 
to express their opinions to their managers is the 
_style. 

a) autocratic 

b) command-oriented 

c) contingency 

d) authoritative 

e) participative 

24. The function of management that evaluates em¬ 
ployee performance in comparison with estab¬ 
lished standards is: 

a) planning. 

b) controlling. 

c) organizing. 

d) leading. 

e) time management. 





274 


In-Text Study Guide 

Answers are in Appendix C at the back of book. 


25. The function of management that involves the 
monitoring and evaluation of tasks is: 

a) planning. 

b) organizing. 

c) controlling. 

d) leading. 

e) motivating. 

26. The controlling function requires managers to es¬ 
tablish performance standards. All of the following 
are areas where standards can be applied except: 

a) sales volume. 

b) profits. 

c) production costs. 

d) quality. 

e) number of competing companies. 

27. The four functions of management: 

a) must be enacted in the proper sequence. 

b) must be integrated. 

c) are stand-alone, independent functions. 

d) cannot be performed by one individual. 

e) are human functions not compatible with 
technology. 

28. The skills managers use to understand the relation¬ 
ships among the various tasks of the firm are: 

a) interpersonal skills. 

b) technical skills. 

c) decision-making skills. 

d) conceptual skills. 

e) problem-solving skills. 

29. The skills that managers need to communicate with 
customers and employees are: 

a) organizing skills. 

b) control skills. 

c) motivating skills. 

d) conceptual skills. 

e) interpersonal skills. 


30. Since they are closer to the production process, 

first-line managers use their_skills more 

frequently than do high-level managers. 

a) conceptual 

b) interpersonal 

c) decision-making 

d) management 

e) technical 

31. Using existing information, managers need_ 

to determine how the firm's resources should be 
allocated. 

a) micro-skills 

b) interpersonal skills 

c) technical skills 

d) decision-making skills 

e) autocratic management skills 

32. For managers to understand the types of tasks they 
manage, they must possess: 

a) conceptual skills. 

b) interpersonal skills. 

c) top-management skills. 

d) technical skills. 

e) tactical plans. 

33. Which of the following is the first step in making a 
decision? 

a) gathering information 

b) estimating costs and benefits of each possible 
decision 

c) identifying the possible decisions 

d) making a decision and implementing it 

e) evaluating the decision to determine whether 
any changes are necessary 
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34. All of the following guidelines should be followed 
when using time management except: 

a) setting proper priorities. 

b) centralizing responsibility. 

c) scheduling long intervals of time for large tasks. 

d) minimizing interruptions. 

e) delegating some tasks to employees. 


35. A manager faced with a large task that will take 
more than one day to complete should: 

a) demand help from other employees. 

b) take frequent breaks to refresh his/her 
concentration. 

c) retain sole responsibility for the project. 

d) set short-term goals. 

e) automatically assign the project top priority. 



Explain the purpose of an organizational 
structure and how organizational 
structure varies among firms. 

Explain how accountability 
can be achieved in an 
organizational structure. 


Describe how centralized and 
decentralized organizational 
structures differ. 


Discuss methods firms can use 
to obtain employee input. 

Identify methods that can be used 
to departmentalize tasks. 
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The decisions by Mars Technology 
regarding its organizational structure 
will influence its future performance 
and therefore its value. 


The Learning Goals 
of this chapter are to: 


Chapter 

8 



Organizational Structure 


Each firm should have a strategic 
plan that identifies the future di¬ 
rection of its business. The respon¬ 
sibilities of its managers should be 
organized to achieve the strategic 
plan. Each firm establishes an orga¬ 
nizational structure that identifies 
responsibilities for each job posi¬ 
tion and the relationships among 
those positions.The organizational 
structure also indicates how all the 
job responsibilities fit together. The 
organizational structure affects the 
efficiency with which a firm pro¬ 
duces its product and therefore 
affects the firm's value. 

Consider the situation of Mars 
Technology Company, which 
has production plants in four dif¬ 
ferent cities that produce high- 


technology products including 
digital cameras and miniature 
computers. Mars Technology 
must determine: 

► What is the ideal organi¬ 
zational structure for its 
business? 

► Should it decentralize its deci¬ 
sion making? 

► How can it develop an effec¬ 
tive informal structure? 

► How should its tasks be 
departmentalized? 

The organizational structure deci¬ 
sion determines how many differ¬ 
ent layers of management the firm 
will have. Mars Technology can re¬ 
duce expenses by having fewer 
layers of management, but it also 


wants to ensure that it has enough 
employees to cover all necessary 
tasks. The way it decides to depart¬ 
mentalize will affect the number of 
employees needed to complete all 
tasks and therefore will also affect 
its expenses. Since these decisions 
affect the level of Mars Technol¬ 
ogy's expenses, they also affect the 
level of its earnings and therefore 
influence its value. 

All business must make the types 
of decisions described above. This 
chapter explains how Mars Tech¬ 
nology or any other firm can es¬ 
tablish an organizational structure 
and departmentalize in a manner 
that maximizes the firm's value. 


Explain the purpose of an 
organizational structure 
and how organizational 
structure varies 
among firms. 



An organizational structure identifies responsibilities for each job position 
and the relationships among those positions. In general, a firm wants to es¬ 
tablish an organizational structure that ensures that all employees are in 
positions where they can be properly guided and monitored by someone 
above them to do their jobs efficiently. If some job positions are not under 
the supervision of any other position, those positions may not contribute 
much to production because the employees will lack the guidance that 


277 














































278 PART III 


MANAGEMENT 


organizational structure 

identifies responsibilities for each 
job position and the relationships 
among those positions 


chain of command 

identifies the job position to 
which each type of employee 
must report 


they need. Alternatively, if job positions report to two or more higher-level 
positions, they may not contribute much to production because the em¬ 
ployees may receive conflicting guidance from multiple bosses. Thus, a 
proper organizational structure can allow the firm to utilize its employees 
efficiently, which will enable it to produce its product or service at a rela¬ 
tively low cost. 

A firm's organizational structure can be illustrated with an organiza¬ 
tion chart, which shows the interaction among job positions. This chart in¬ 
dicates the chain of command, which identifies the job positions to which 
all types of employees must report. The chain of command also indicates 
who is responsible for various activities. Since employees often encounter 
problems that require communication with other divisions, it helps to 
know who is responsible for each type of task. 

The president (who also typically holds the position of chief executive 
officer, or CEO) has the ultimate responsibility for the firm's success. The 
president normally attempts to coordinate all divisions and provide direc¬ 
tion for the firm's business. In most firms, many managerial duties are 
delegated to other managers. Vice-presidents normally oversee specific di¬ 
visions or broad functions of the firm and report to the president. 

The chain of command can be used to ensure that managers make de¬ 
cisions that maximize the firm's value rather than serve their own inter¬ 
ests. For example, some managers may be tempted to hire friends for 
specific job positions. To the extent that their actions are monitored within 
the chain of command, they are more likely to make decisions that serve 
the firm rather than their self-interests. If managers at each level report 
their key decisions to other managers, the decisions are subject to scrutiny. 
This monitoring process is not intended to take away a manager's power, 
but to ensure that the power is used to serve the goals of the firm. 


span of control 

the number of employees 
managed by each manager 


How Organizational Structure Varies among Firms 

Different firms use different organizational structures. The specific orga¬ 
nizational structure used by a firm may be influenced by the specific 
characteristics of its business and can affect the firm's performance. Orga¬ 
nizational structure can vary among firms according to: 

► Span of control 

► Organizational height 

► Use of line versus staff positions 

Span of Control Top management determines the firm's span of control, or 
the number of employees managed by each manager. When an organiza¬ 
tional structure is designed so that each manager supervises just a few em¬ 
ployees, it has a narrow span of control. Conversely, when it is designed so 
that each manager supervises numerous employees, it has a wide span of 
control. When numerous employees perform similar tasks, a firm uses a 
wide span of control because these employees can be easily managed by 
one or a few managers. A firm with highly diverse tasks may need more 
managers with various skills to manage the different tasks, resulting in a 
narrow span of control. 

Exhibit 8.1 illustrates how the span of control can vary among firms. 
The organizational structure at the top of the exhibit reflects a narrow span 
of control. Each employee oversees only one other employee. The nature 
of the business may require highly specialized skills in each position so that 
employees may focus on their own tasks and not have to monitor a large 
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Exhibit 8.1_ 

Distinguishing between 
a Narrow and a Wide 
Span of Control 


Narrow Span of Control 



Wide Span of Control 


President 


Sales- 

Sales- 

Sales- 

Sales- 

Sales- 

Sales- 

person 1 

person 2 

person 3 

person 4 

person 5 

person 6 


set of employees. The organizational structure at the bottom of the exhibit 
reflects a wide span of control. The president directly oversees all the other 
employees. Such a wide span of control is more typical of firms in which 
many employees have similar positions that can easily be monitored by a 
single person. 

Organizational Height The organizational structure can also be described by 
its height. A tall organizational structure implies that there are many lay¬ 
ers from the bottom of the structure to the top. Conversely a short (or flat) 
organizational structure implies that there is not much distance from the 
bottom of the structure to the top because there are not many layers of 
employees between the bottom and top. Many firms that are able to use a 
wide span of control tend to have a flat organizational structure because 
they do not require many layers. Conversely firms that need to use a nar¬ 
row span of control tend to have a tall organizational structure with many 
layers. Notice that in Exhibit 8.1, the organizational structure with the nar¬ 
row span of control is tall, while the organizational structure with the wide 
span of control is flat. 


line positions 

job positions established to make 
decisions that achieve specific 
business goals 

staff positions 

job positions established to sup¬ 
port the efforts of line positions 


Line versus Staff Positions The job positions in an organizational structure 
can be classified as line positions or staff positions. Line positions are 
established to make decisions that achieve specific business goals. Staff 
positions are established to support the efforts of line positions, rather 
than to achieve specific goals of the firm. For example, managers at Black 
& Decker who are involved in the production of power tools are in line 
positions. Employees in staff positions at Black & Decker offer support 
to the managers who are in line positions. Thus, the staff positions provide 
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Exhibit 8.2 


Line Organization 


Comparison of a Line 
Organization with a 
Line-and-Staff Organization 



Line-and-Staff Organization 



line organization 

an organizational structure that 
contains only line positions and 
no staff positions 


line-and-staff organization 

an organizational structure that 
includes both line and staff posi¬ 
tions and assigns authority from 
higher-level management to 
employees 


assistance to the line positions, and the authority to make decisions is as¬ 
signed to the line positions. 

An organizational structure that contains only line positions and no 
staff positions is referred to as a line organization. This type of organiza¬ 
tional structure may be appropriate for a business that cannot afford to hire 
staff for support, such as a small manufacturing hrm. 

Most firms need some staff positions to provide support to the line po¬ 
sitions. An organizational structure that includes both line and staff posi¬ 
tions and assigns authority from higher-level management to employees is 
referred to as a line-and-staff organization. 

Exhibit 8.2 depicts a line organization and a line-and-staff organiza¬ 
tion. The line-and-staff organization in this exhibit includes a director of 
computer systems, who oversees the computer system, and a director of 
human resources, who is involved with hiring and training employees. 
These two positions are staff positions because they can assist the finance, 
marketing, and production departments but do not have the authority to 
make decisions that achieve specific business goals. 
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Impact of Information Technology 
on Organizational Structure 

Whatever type of organizational structure a firm uses, technology facili¬ 
tates communication among the job positions throughout the organiza¬ 
tional structure. All parts of a firm use technology and a wide variety of 
departments include technology experts among their employees. Technol¬ 
ogy and the professionals working in the field must support and connect 
every area of the organization. 

The integration of information technology (IT) requires communica¬ 
tion among employees. A conscious effort must be made to maintain rela¬ 
tionships with the groups each participant represents. IT representatives 
must communicate the options under consideration and solicit expertise 
when needed. Other members of the project team or department should 
inform the ultimate end users about the key issues under consideration 
and request feedback. These relationships are often overlooked and lost as 
the immediate challenge of the design overwhelms everything else. There¬ 
fore, relationships with other future participants should be maintained 
through planned communication as the project progresses. 

Technology and the knowledge-based economy are not constrained by 
the physical objects and materials of a firm. Information is flexible and can 
be structured and organized in a number of different ways. For example, 
videoconferencing and telecommuting allow members of project teams 
from different departments to work together regardless of their location or 
their department. Thus, technology enables departments within a firm to 
communicate more easily. 


Decision Making Selecting an Organizational Structure 

T he decision regarding a firm's organizational structure is dependent on the characteris¬ 
tics of the firm. Recall that Mars Technology Company owns production plants in four dif¬ 
ferent cities that produce high-technology products such as digital cameras and miniature 
computers. The firm has four divisions, each of which includes a production plant served by 
factory workers, who report to supervisors.The supervisors in turn report to a top-line man¬ 
ager. Every division also has three vice-presidents—one for finance, one for marketing, and 
one for production. Mars Technology is failing and a new CEO, Dennis Berrett, was recently 
hired to improve the firm's performance. He closely reviews the job descriptions of all job 
positions and quickly realizes that some of the higher-level job positions are not necessary. 
Most of the actual work is being done at the factory level, and all the other positions are sim¬ 
ply pushing paperwork up the organizational structure.The CEO considers what the optimal 
organizational structure would be if the firm had just been created. He decides that vice- 
presidents are needed only at the main production plant. By eliminating vice-presidents at 
the other divisions, the firm will be able to reduce expenses by more than $1 million per year. 

1. At all levels above the supervisor, the original organizational structure at Mars Technol¬ 
ogy Company represented a narrow span of control. What is a disadvantage of this 
structure? 

2. In the past, all the vice-presidents at Mars Technology Company spent much of their 
time arguing that their respective divisions needed more money. Why might such turf 
battles be reduced in the future as a result of the revised organizational structure? 

ANSWERS: 1 .The disadvantage is that it is expensive to have many job positions that oversee only a few other positions. 

Such a structure results in too many salaries to be paid. 2. With the revised organizational structure, there will only be vice- 
presidents at the main division. They can make decisions that benefit the firm, as they are less likely to allocate funds to any 
specific division unless the division deserves funding. 



282 PART III 


MANAGEMENT 


2 


Explain how 
accountability can be 
achieved in an 
organizational structure. 


Accountability in an Organizational Structure 


While the organizational structure indicates job descriptions and the re¬ 
sponsibilities of employees and managers, the firm also needs to ensure 
that its employees and managers are accountable. One of the important 
duties of the firm's managers is to evaluate the employees and make them 
accountable for fulfilling their responsibilities. The job descriptions pro¬ 
vide direction for the job positions, but the managers above the positions 
must determine whether the employees performed according to their job 
descriptions. 

The high-level managers of the firm, including the CEO and the vice- 
presidents, are accountable for the general performance of the firm. If they 
enforce a proper system of monitoring and accountability down through 
each layer of employees, they can ensure that the firm's employees are do¬ 
ing their jobs. These high-level managers also make many of the key deci¬ 
sions regarding the firm's product line, production process, compensation 
system, marketing, and financing. They tend to be well rewarded when 
the firm performs well, but they must also be held accountable if the firm 
has major problems. The board of directors, an internal auditor, and an in¬ 
ternal control process can ensure that firms achieve accountability in the 
organizational structure. 


Role of the Board of Directors 


board of directors 

a set of executives who are re¬ 
sponsible for monitoring the activ¬ 
ities of the firm's president and 
other high-level managers 


Each firm has a board of directors, or a set of executives who are respon¬ 
sible for monitoring the activities of the firm's president and other high- 
level managers. Even the top managers of a firm may be tempted to make 
decisions that serve their own interests rather than those of the firm's 
owners. For example, the top managers may decide to use company funds 
to purchase private jets to use when they travel on business. This deci¬ 
sion may be driven by their own self-interests, ft may result in high ex- 


Board meetings are neces¬ 
sary to discuss major issues 
or dilemmas faced by the 
business. 



JON RILEY/GETTY IMAGES 
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inside board members 

board members who are also 
managers of the same firm 

outside board members 

board members who are not man¬ 
agers of the firm 


Small Business Survey 


Who Are the Board Members of Small Firms? 

A recent survey asked the CEOs of small firms (with less than $50 million in annual 
sales) about the background of their outside board members. The results of the 
survey follow. 


Background 

Percentage of Firms Whose Board 
Members Have That Background 

Executives of other firms 

69% 

Major investors in the firm 

36% 

Retired business executives 

30% 

Attorneys 

29% 

Accountants 

22% 

Bankers 

18% 

Business consultants 

13% 

Customers 

2% 

Others 

3% 


The results suggest that these firms rely heavily on executives and major investors 
to serve as their outside board members.The attorneys, accountants, and business 
consultants who are hired as outside board members typically also perform other 
duties (such as legal or banking duties) for the firm. 


penses, reduce the firm's value, and therefore be detrimental to the firm's 
owners. 

The board of directors is also responsible for supervising the business 
and affairs of the firm. In addition to attempting to ensure that the busi¬ 
ness is managed with the intent of serving its shareholders, the directors 
are also responsible for monitoring operations and ensuring that the firm 
complies with the law. They cannot oversee every workplace decision, but 
they can force the firm to have a process that guides some decisions about 
moral and ethical conduct. The directors can also ensure that the firm has 
a system for internal control and reporting. The directors are selected by 
the shareholders and serve as their representatives, as confirmed by a quo¬ 
tation from Sears' annual report: 

"The board of directors regularly reviews the corporation's structure to deter¬ 
mine whether it supports optimal performance and thus serves the best 
interests of shareholders by delivering shareholder value." 

The 1,000 largest U.S. firms have 12 directors on their boards on aver¬ 
age. Board members who are also managers of the same firm (such as the 
CEO) are referred to as inside board members. Board members who are 
not managers of the firm are referred to as outside board members. Some 
firms, including General Electric and PepsiCo, provide directors with stock 
as partial compensation. This type of compensation may motivate the di¬ 
rectors to serve the interests of the firm's shareholders because the board 
members will benefit if the firm's stock price rises. 
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In general, the board focuses on major issues and normally is not in¬ 
volved in the day-to-day activities of the firm. Key business proposals, 
made by a firm's managers, such as acquisitions or layoffs, must be ap¬ 
proved by the board. For example, America Online's decision to merge 
with Time Warner required board approval. Directors may also initiate 
changes in a brm. For example, the board may decide that the firm's CEO 
needs to be replaced or that the firm's businesses should be restructured. 
Board meetings generally are scheduled every few months or are called 
when the directors' input is needed on an important issue. Board members 
of numerous firms have become more active in recent years. 

Conflicts of Interest within the Board A board of directors is expected to ensure 
that top managers serve the interests of the brm rather than their own self- 
interests, but some directors also face conflicts of interest. As mentioned 
above, the board normally includes some insiders (employees) of the firm 
such as the CEO and some vice-presidents. These insiders will not be ef¬ 
fective monitors of their own actions. For example, the insiders are not go¬ 
ing to complain if the firm's managerial compensation is excessive, because 
they benefit directly as managers of the firm. In addition, some insider 
board members are not going to question the decisions of the CEO, because 
the CEO determines their compensation. 

A board of directors may be more willing to take action if most of its 
members are outside directors (and therefore are not employees of the 
firm). The outside board members may suggest policies that will benefit 
shareholders, even if the policies are not supported by the firm's top man¬ 
agers. Therefore, shareholders tend to prefer that the board contain more 
outside directors. 

Nevertheless, even outside directors may be subject to a conflict of 
interests that may inhibit their ability or willingness to make tough deci¬ 
sions for the firm. To illustrate these conflicts, consider the information 
about the board of directors of Gonzaga Company, shown in Exhibit 8.3. 
Notice from the exhibit that five of the eight board members are not em¬ 
ployees of Gonzaga Company and therefore are outside directors. Yet, 
those five outside directors have conflicts of interest that may prevent 
them from making tough decisions about the top management. One of the 
outside directors is related to the CEO, while the other four outside direc¬ 
tors receive money from Gonzaga Company in some form. Therefore, 
these outside directors will not be effective at representing the interests of 
Gonzaga's shareholders. 

Recall the case of Enron, which distorted its financial statements to 
make its financial condition look better than it was. A committee from En¬ 
ron's board was responsible for ensuring that the financial statements were 
properly checked. Of the six members on that committee, one received 
$72,000 per year from a consulting contract with Enron. Two other mem¬ 
bers were employed by universities that received large donations from 
Enron. Thus, three of the committee members were subject to a conflict of 
interest and should not have been on this committee. Such conflicts of in¬ 
terest explain why many of the actions of Enron's top managers were not 
questioned. 

Resolving Conflicts of Interest The recent publicity about conflicts of interest 
within boards of directors has caused many firms to restructure their 
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Exhibit 8.3 


Example of How Some Board Members Are Subject to a Conflict of Interest 


Name of 

Board Member 

Job Position 

Classified 
as Inside or 
Outside Director 

Potential Conflict of Interest 

Ed Martin 

CEO of Gonzaga Co. 

Inside 

Since the CEO is a key decision maker of 

Gonzaga Co., he has a potential conflict of in¬ 
terest. A CEO is not an effective monitor 
of the decisions made by top management. 

Lisa Kelly 

Vice-President of Finance 
for Gonzaga Co. 

Inside 

Since the VP is a key decision maker of 

Gonzaga Co., she has a potential conflict of 
interest. A VP is not an effective monitor 
of the decisions made by top management. 

Jerry Coldwell 

Vice-President of Operations 
for Gonzaga Co. 

Inside 

Since the VP is a key decision maker of 

Gonzaga Co., he has a potential conflict of in¬ 
terest. A VP is not an effective monitor 
of the decisions made by top management. 

Dave Jensen 

Owner of a firm that is 
the key supplier of 
parts to Gonzaga Co. 

Outside 

Dave's company benefits directly from 
decisions of Gonzaga's top management to 
buy supplies from his firm.Thus, he is not 
likely to keep Gonzaga's top managers in 
line. 

Sharon Martin 
(daughter-in-law 
of Ed Martin) 

Vice-president of a real 
estate firm that does no 
business with Gonzaga Co. 

Outside 

Since Sharon is related to the CEO 
of Gonzaga, she is not likely to keep 

Gonzaga's top managers in line. 

Karen Chandler 

Independent consultant, who 
does a substantial amount 
of work for Gonzaga Co. 

Outside 

Karen relies on Gonzaga Co. for a large 
portion of her income, and therefore she 
is not likely to keep Gonzaga's top managers 
in line. 

Terry Olden 

Previous CEO of 

Gonzaga Co., 
now retired. 

Outside 

Terry no longer works at Gonzaga Co., but 
he is close to the top managers. Therefore, 
he is not likely to keep Gonzaga's top 
managers in line. 

Mary Burke 

CEO of a nonprofit health 
firm that receives large 
annual donations from 
Gonzaga Co. 

Outside 

Since Mary's firm receives donations from 
Gonzaga Co., she is not likely to keep 

Gonzaga's top managers in line. 


boards to ensure that the board is composed in a manner that effectively 
serves the shareholders. For example, eBay's corporate governance guide¬ 
lines include the following: 

"The Board should be composed of directors who are chosen based on in¬ 
tegrity, judgment, and experience. The directors should have high-level 
managerial experience to deal with complex problems. They should repre¬ 
sent the best interests of the stockholders ." 

EBay usually attempts to have one or more former managers on its board. 
At the end of each board meeting, the outside board members have the op¬ 
tion to meet separately without the inside directors. This gives the outside 
directors a chance to voice any concerns that the inside directors are mak¬ 
ing decisions to benefit themselves rather than the shareholders. 
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Similarly, Disney states in a recent annual report: 

“We have established governance as a high priority at Disney for one simple 
reason — it's the right thing to do. By investing in Disney, shareholders are 
placing their trust in the board to help shape the overall course of the com¬ 
pany’s business and to hold management accountable for its performance." 

Intel Corporation has clearly defined the role of its board of directors: 

“The board is the company's governing body; responsible for hiring, oversee¬ 
ing and evaluating management, particularly the chief executive officer 
(CEO); and management runs the company's day-to-day operations. The 
end result is intended to be a well-run, efficient company that identifies and 
deals with its problems in a timely manner, creates value for its stockhold¬ 
ers, and meets its legal and ethical responsibilities. 

“We take our corporate governance seriously, expecting to achieve the same 
continuous improvement as in all of our business operations. Eight of our 
11 directors are independent from the company except for their service to 
the board. They are not employees and do not have other business or con¬ 
sulting engagements with the company.... We expect that our directors 
will be engaged with us both inside and outside of board and committee 
meetings. Our directors meet with senior management on an individual 
basis, and attend and participate in employee forums. Unaccompanied by 
senior management, individual directors visit Intel sites around the world — 
an excellent opportunity for them to assess local site issues directly. These 
activities help to keep the board better informed, and make the board's over¬ 
sight and input more valuable .... Separating the roles of chairman (of 
the board) and CEO is an important step toward better corporate gover¬ 
nance .... My job as chairman is to ensure it is organized to fulfill its 
responsibilities. I preside at the board meetings, make sure that the board 
receives the right information, set board meeting agendas, and ensure that 
the directors have sufficient time for discussion." 

—Andrew S. Grove, Chairman of the Board at Intel Corporation 

Many firms that explain how they prevent conflicts of interest do not prac¬ 
tice what they preach. For example, Disney recently experienced signifi¬ 
cant management problems and conflicts of interest even while its annual 
reports suggested that governance was a high priority. 

Board Committees In recent years, committees made up of members of the 
board of directors have been given specific assignments to ensure proper 
oversight of the firm. Though every publicly traded firm has its own set of 
committees, the following committees are commonly formed: 

► Compensation Committee. Reviews existing salaries and compensation for¬ 
mulas for high-level managers, including the CEO. 

► Nominating Committee. Assesses whether the existing board members 
have the knowledge and skills necessary to be effective; makes recom¬ 
mendations to the board of directors about the size and composition of 
the board. 
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► Audit Committee. Oversees the hiring and work of an external auditor 
that audits the firm's financial statements. 

All three types of committees commonly consist of only independent 
board members to ensure that there will be no conflicts of interest. For ex¬ 
ample, J.C. Penney's policy is that its compensation committee will include 
only outside directors who are not employees or managers of the firm. 
Consequently, the committee can set the firm's compensation policy with¬ 
out being subjected to conflicts of interest. 


internal auditor 

responsible for ensuring that all 
departments follow the firm's 
guidelines and procedures 


Oversight of the Internal Auditor 

As another way to achieve accountability, many firms employ an internal 
auditor, who is responsible for ensuring that all departments follow the 
firm's guidelines and procedures. For example, an internal auditor may as¬ 
sess whether employees followed the firm's hiring procedures when filling 
job positions recently. The internal auditor is not attempting to interfere 
with managerial decisions, but is simply attempting to ensure that the pro¬ 
cedures used to make those decisions are consistent with the firm's guide¬ 
lines. Although the specific emphasis of an internal auditor varies among 
firms, some attention is commonly given to ensuring that employees' ac¬ 
tions are consistent with the recommended procedures for hiring new 
employees, evaluating employees, maintaining safety, and responding to 
customer complaints. 


Internal Control Process 

As a result of the Sarbanes-Oxley Act, publicly traded firms were required 
to establish processes for internal control that enable them to more accu¬ 
rately monitor their financial performance over time. An internal control 
process complements the work of the internal and external auditors, ft is a 
system that generates timely and accurate reporting of financial informa¬ 
tion and establishes controls over that information. Thus, it allows a firm's 
managers to more easily monitor the firm's financial condition, ft also al¬ 
lows the firm to provide more accurate and timely disclosure of informa¬ 
tion to the public. Shareholders benefit from the firm's internal control 
process, because they want to be informed about the firm's recent perfor¬ 
mance and financial condition. The Sarbanes-Oxley Act caused firms to 
improve their internal control process by doing the following: 

► Establishing a centralized database of information. 

► Ensuring that all data reported by each division are reviewed for 
accuracy. 

► Implementing a system that detects possible errors in the data. 

► Acknowledging the risk associated with specific business operations. 

► Ensuring that all departments are using consistent data. 

► Speeding the process by which data are transferred among depart¬ 
ments. 

► Having their executives sign off (that is, take personal responsibility 
for) on specific financial statements to verify their accuracy. 

The specific internal control process implemented varies among firms, 
but all of the systems use computer software that facilitates the reporting 
of financial information. All of them also require the work of employees to 
input data and evaluate the financial information. 
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3 

Describe how centralized 
and decentralized 
organizational 
structures differ. 

centralized 

most authority is held by the 
high-level managers 


One criticism of the Sarbanes-Oxley Act is that establishing an internal 
control process was a major expense for many firms. Some firms incurred 
a cost of $1 million or more to implement their system. Nevertheless, the 
internal control process may provide additional benefits because it not only 
allows for a better flow of information to the public, but also ensures that 
managers have up-to-date and reliable information when making deci¬ 
sions. Since many decisions are dependent on information, the improve¬ 
ment in the internal flow of information may allow managers to make 
better decisions. 


Oversight of an Organizational Structure 

A s Mars Technology Company revises its organizational structure, it also decides to pro¬ 
vide for proper oversight to ensure that its managers are accountable for their assign¬ 
ments. Until recently, its board of directors was mostly made up of the firm's managers. The 
new CEO proposes that most of the managers on the board be replaced by outside direc¬ 
tors (who do not work at Mars). In addition, he proposes that an outside member should 
serve as the chair of the board rather than himself. These changes would give more power 
to outsiders and possibly prevent conflicts of interest that may occur when managers have 
too much power on the board. Mars also established some internal controls to measure the 
productivity at each production facility on a weekly basis.This will allow Mars to more easily 
assess the performance of the managers at each facility. 

1. Is there any possible disadvantage of having a board that is mostly made up of 
outsiders? 

2. Is there any possible disadvantage of having a substantial amount of internal controls? 
In other words, is it possible that internal controls can ever be excessive and adversely 
affect the firm? 

ANSWERS: 1. One possible disadvantage is that outsiders may not understand the business well enough to oversee it prop¬ 
erly and to guide management. 2. Some internal controls are expensive and may not be worth their expense. 


Distributing Authority among the Job Positions 


A firm must determine how to distribute authority to make decisions 
among the job positions. Two firms may have the same organization chart, 
but the middle managers at one firm may be given much more authority 
than those at the other firm. The distribution of authority is often de¬ 
scribed by whether the firm is centralized or decentralized. 

Centralization 

Some firms are centralized; that is, most authority is held by the high-level 
managers. In centralized firms, middle and supervisory managers are re¬ 
sponsible for day-to-day tasks and for reporting to the top managers, but 
they are not allowed to make many decisions. 
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decentralized 

authority is spread among several 
divisions or managers 

autonomy 

divisions can make their own de¬ 
cisions and act independently 


Employees of IBM are in¬ 
volved in a management 
training seminar.The man¬ 
agement of IBM has been 
decentralized, allowing 
employees more power 
to make decisions. 


Decentralization 

In recent years, many firms have decentralized, meaning that authority is 
spread among several divisions or managers. An extreme form of decen¬ 
tralization is autonomy, in which divisions are permitted to make their 
own decisions and act independently. The trend toward decentralization is 
due to its potential advantages. 

Advantages A decentralized organizational structure can improve a firm's 
performance in several ways. First, decentralization reduces operating ex¬ 
penses because salaries of some employees who are no longer needed are 
eliminated. 

Second, decentralization can shorten the decision-making process be¬ 
cause lower-level employees are assigned more power. Decisions are made 
more quickly if the decision makers do not have to wait for approval from 
top managers. Many firms, including IBM, have decentralized to acceler¬ 
ate their decision making. 

Third, delegation of authority can improve the morale of employees, 
who may be more enthusiastic about their work if they have more re¬ 
sponsibilities. In addition, these managers become more experienced in 
decision making. Therefore, they will be better qualified for high-level 
management positions in the future. Decentralization has contributed to 
innovation at many technology firms, where many managers have be¬ 
come more creative. In addition, decentralization allows those employees 
who are closely involved in the production of a particular product to offer 
their input. 

Johnson & Johnson is a prime example of a firm that has benefited 
from decentralization. It has numerous operating divisions scattered 
among more than 50 countries, and most of the decision making is done 
by the managers at those divisions. As a result, each unit can make quick 
decisions in response to local market conditions. 

Disadvantages A decentralized organizational structure can also have dis¬ 
advantages. It could force some managers to make major decisions even 
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Selfj-Sccring Cxercise 

How Decentralized Is Your Company? 

Decentralization is one of the key design dimensions in an organization. 

It is closely related to several behavioral dimensions of an organization, 
such as leadership style, degree of participative decision making, team¬ 
work, and the nature of power and politics within the organization. 

The following questionnaire allows you to get an idea of how de¬ 
centralized your organization is. (If you do not have a job, have a friend 
who works complete the questionnaire to see how decentralized his or 
her organization is.) Which level in your organization has the authority to 
make each of the following decisions? Answer the questionnaire by cir¬ 
cling one of the following: 

0 = The board of directors makes the decision. 

1 = The CEO makes the decision. 

2 = The division/functional manager makes the decision. 

3 = A sub-department head makes the decision. 

4 = The first-level supervisor makes the decision. 

5 = Operators on the shop floor make the decision. 


Decision Concerning: 

a. The number of workers required. 

b. Whether to employ a worker. 

c. Internal labor disputes. 

d. Overtime worked at shop level. 

e. Delivery dates and order priority. 

f. Production planning. 

g. Dismissal of a worker. 

h. Methods of personnel selection. 

i. Method of work to be used. 

j. Machinery or equipment to be used. 

k. Allocation of work among workers. 

Add up all your circled numbers. Total = _ 


Circle Appropriate Level 


1 


though they lack the experience to 
make such decisions or prefer not 
to do so. Adso, if middle and super¬ 
visory managers are assigned an 
excessive amount of responsibili¬ 
ties, they may be unable to com¬ 
plete all of their tasks. 

Proper Degree of Decentralization The 

proper degree of decentralization 
for any firm is dependent on the 
skills of the managers who could 
be assigned more responsibilities. 
Decentralization can be beneficial 
when the managers who are given 
more power are capable of han¬ 
dling their additional responsibili¬ 
ties. For example, assume that a 
firm's top managers have previ¬ 
ously determined annual raises for 
all assembly-line workers but now 
decide to delegate this responsibil¬ 
ity to the supervisors who moni¬ 
tor those workers. The supervisors 
are closer to the assembly line and 
are possibly in a better position to 
assess worker performance. There¬ 
fore, decentralization may be ap¬ 
propriate. The top managers may 
still have final approval of the raises 
that the supervisors propose for 
their workers. 

As a second example, assume 
that top managers allow assembly¬ 
line supervisors to decide what 
price the firm will bid for a specific 
business that is for sale. Assembly¬ 
line supervisors normally are not 
trained for this type of task and 
should not be assigned to it. Deter¬ 
mining the proper price to bid for a business requires a strong financial 
background and should not be delegated to managers without the proper 
skills. 

As these examples demonstrate, high-level managers should retain 
authority for tasks that require their specialized skills but should delegate 
authority when the tasks can be handled by other managers. Routine de¬ 
cisions should be made by the employees who are closely involved with 
the tasks of concern. Decision making may improve because these em¬ 
ployees are closer to the routine tasks and may have greater insight than 
top managers on these matters. 

Some degree of centralization is necessary when determining how 
funds should be allocated to support various divisions of a firm. If man¬ 
agers of each division are given the authority to make this decision, they 
may request additional funds even though their division does not need 
to expand. Centralized management of funds can prevent division man- 


1 


_.The higher your 


number (for example, 45 or more), the more decentralized your organi¬ 
zation. The lower your number (for example, 25 or less), the more cen¬ 
tralized your organization. 
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Global Busin 



How Organizational Structure Affects the Control of Foreign Operations 


A firm that has subsidiaries scattered around the world 
will find it more difficult to ensure that its managers 
serve the shareholders' interests rather than their own 
self-interests. In other words, the firm will experience more 
pronounced agency problems. First, it is difficult for the par¬ 
ent's top managers to monitor operations in foreign coun¬ 
tries because of the distance from headquarters. Second, 
managers of foreign subsidiaries who have been raised in 
different cultures may not follow uniform goals.Third, the 
sheer size of the larger multinational corporations can also 
create large agency problems. 

The magnitude of agency costs can vary with the man¬ 
agement style of the multinational corporation. A central¬ 
ized management style can reduce agency costs because it 
allows managers of the parent to control foreign sub¬ 
sidiaries and therefore reduces the power of subsidiary 
managers. However, the parent's managers may make poor 
decisions for the subsidiary because they are less familiar 
with its financial characteristics. 

A decentralized management style is likely to result in 
higher agency costs because subsidiary managers may 
make decisions that do not focus on maximizing the value 
of the entire multinational corporation. Nevertheless, this 
style gives more control to the managers who are closer to 


the subsidiary's operations and environment. To the extent 
that subsidiary managers recognize the goal of maximizing 
the value of the overall firm and are compensated in accor¬ 
dance with that goal, the decentralized management style 
may be more effective. 

Given the obvious tradeoff between centralized and 
decentralized management styles, some multinational cor¬ 
porations attempt to achieve the advantages of both styles. 
They allow subsidiary managers to make the key decisions 
about their respective operations, but the parent's manage¬ 
ment monitors the decisions to ensure that they are in the 
best interests of the entire firm. 

The Internet makes it easier for the parent to monitor 
the actions and performance of foreign subsidiaries. Since 
the subsidiaries may be in different time zones, it is incon¬ 
venient and expensive to require frequent phone conversa¬ 
tions. In addition, financial reports and designs of new 
products or plant sites cannot be easily communicated over 
the phone.The Internet allows the foreign subsidiaries to e- 
mail updated information in a standardized format to avoid 
language problems and to send images of financial reports 
and product designs. The parent can easily track inventory, 
sales, expenses, and earnings of each subsidiary on a weekly 
or monthly basis. 


agers from making decisions that conflict with the goal of maximizing the 
firm's value. 

Effect of Downsizing on Decentralization As firms expanded during the 1980s, 
additional management layers were created, resulting in taller organization 
charts. In the 1990s and early 2000s, however, many firms have attempted 
downsizing to cut expenses by eliminating job positions. This so-called downsizing has 

an attempt by a firm to cut resulted in flatter organization charts with fewer layers of managers. Con- 

expenses by eliminating job tinental Airlines, IBM, General Motors, Sears, and many other firms have 

positions downsized in recent years. 

As some management positions are eliminated, many of those respon¬ 
sibilities are delegated to employees who previously reported to the man¬ 
agers whose positions have been eliminated. For example, Amoco (now 
part of BP Amoco) eliminated a middle layer of its organizational structure. 
When managers in the middle of the organization chart are removed, 
other employees must be assigned more power to make decisions. Thus, 
downsizing has resulted in a greater degree of decentralization. 

Downsizing has also affected each manager's span of control. When 
many middle managers are eliminated, the remaining managers have more 
diverse responsibilities. Consequently, the organizational structure of many 
firms now reflects a wider span of control, as illustrated in Exhibit 8.4. 
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Exhibit 8.4 


Before Downsizing 


Effect of Downsizing 
on Span of Control 



After Downsizing 



In addition to removing some management layers and creating a wider 
span of control, downsizing has also led to the combination of various job 
responsibilities within the organizational structure. Whereas job assign¬ 
ments traditionally focused on production tasks, more attention is now 
given to customer satisfaction. Many firms recognize that they must rely 
on their current customers for additional business in the future and have 
revised their strategic plan to focus on achieving repeat business from their 
customers. In many cases, customers would prefer to deal with a single em¬ 
ployee rather than several different employees. Consequently, employees 
are less specialized because they must have diverse skills to accommodate 
the customers. 
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Decision Making Whether to Decentralize? 

T he decision to decentralize is dependent on the specific characteristics of the firm. To il¬ 
lustrate, consider Mars Technology Company, which has executives at its headquarters. 
The company has four divisions; each division has a top-line manager and some supervi¬ 
sors who oversee the assembly-line production by the employees. Mars Technology wants 
to delegate the authority for various decisions to the proper managers. It decides to dele¬ 
gate the authority for assessing the performance of the assembly-line workers and the 
supervisory managers.The supervisory managers are given the authority to evaluate the 
assembly-line workers because they interact with these workers and closely monitor their 
work. The top-line manager at each division is given the authority to evaluate the supervi¬ 
sors at that plant because this manager commonly interacts with the supervisors and can 
monitor their performance. The executives are not based at the divisions and therefore do 
not closely interact with assembly-line workers or supervisory managers. Therefore, the 
tasks of evaluating employees should be decentralized. 

In contrast, the major decisions about the long-term expansion at each division are 
centralized.The executives closely monitor the overall performance at each production 
plant.They decide whether each plant should expand, based on the existing demand for 
the products of that division. Thus, the executives are responsible for strategic planning 
that serves as a guide for the firm. The decentralized decisions focus more on day-to-day 
operations of the production at each division, while the centralized decisions focus on the 
future growth of each division. 

1. Would there be any disadvantage to Mars Technology of relying on the managers at 
the divisions for decisions about production, beyond the heavy burden of responsibility 
on the managers? 

2. Would the factory workers at Mars Technology be more satisfied if the day-to-day pro¬ 
duction decisions were centralized or decentralized? 

ANSWERS: 1. A possible disadvantage is that the managers may not have the skills to make the decisions or even to make 
reasonable recommendations, but Dennis Berrett (the CEO) can review their recommendations before he uses them. 2. De¬ 
centralized decision making is more likely to account for the views of the factory workers, which could be beneficial to them. 


4 

Discuss methods firms 
can use to obtain 
employee input. 


Structures That Allow More Employee Input 


Firms commonly rely on the input of employees from various divisions for 
special situations. For this reason, they may need to temporarily adjust 
their formal organizational structure so that some extra responsibilities 
may be assigned. A firm may obtain employee input by using the follow¬ 
ing to complement its formal organizational structure: 

► Matrix organization 

► Intrapreneurship 

► Informal organizational structure 
Each of these methods is discussed in turn. 


matrix organization 

an organizational structure that 
enables various parts of the firm 
to interact to focus on specific 
projects 


Matrix Organization 

Firms are often confronted with special circumstances that require input 
from their employees. In a matrix organization, various parts of the firm 
interact to focus on specific projects. Because the projects may take up only 
a portion of the normal workweek, participants can continue to perform 
their normal tasks and are still accountable to the same boss for those tasks. 
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For example, a firm that plans to install a new computer system may need 
input from each division on the specific functions that division will require 
from the system. This example is illustrated in Exhibit 8.5. As the exhibit 
shows, the finance, marketing, and production divisions each have one 
representative on the team; each representative can offer insight from the 
perspective of his or her respective division. The team of employees will pe¬ 
riodically work on the assigned project until it is completed. Some em¬ 
ployees may be assigned to two or more projects during the specific period. 
The lower horizontal line in Exhibit 8.5 shows the interaction among the 
representatives from different divisions. The manager of this project is a 
computer systems employee, who will report the recommendations of the 
matrix organization to the president or to some other top manager. 

An advantage of the matrix approach is that it brings together em¬ 
ployees who can offer insight from different perspectives. Each participant 
who is assigned to a specific group (or team) has particular skills that can 
contribute to the project. By involving all participants in decision making, 
this teamwork may provide more employee satisfaction than typical day- 
to-day assignments. Firms such as Intel, IBM, and Boeing commonly use 
teams of employees to complete specific projects. 

One possible disadvantage of a matrix organization is that no employee 
may feel responsible because responsibilities are assigned to teams of sev¬ 
eral employees. Therefore, a firm that uses teams to complete various tasks 
may designate one job position to have the responsibility of organizing the 
team and ensuring that the team's assignment is completed before the 
deadline. The person designated as project manager (or team leader) of a 
specific project does not necessarily have authority over the other partici¬ 
pants for any other tasks. 

Another disadvantage of the matrix organization is that any time used 
to participate in projects reduces the time allocated for normal tasks. In 
some cases, ultimate responsibility is not clear, causing confusion. Many 
firms eliminated their matrix structure for this reason. 

Intrapreneurship 

Some firms not only seek input from employees on specific issues but 
also encourage employees to offer ideas for operational changes that will 
enhance the firm's value. These firms may even create a special subsidiary 


Exhibit 8.5 

A Matrix Organization for 
a Special Project to Design 
a New Computer System 
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3M Company encourages 
its employees to be creative, 
which has led to the creation 
of products such as its 
Post-it notes. 



intrapreneurship 

the assignment of particular 
employees of a firm to generate 
ideas, as if they were entrepre¬ 
neurs running their own firms 


within their organizational structure in which particular employees are 
given the responsibility to innovate. In this way the costs and benefits 
of innovation can be estimated separately from the rest of the business 
operations. 

Particular employees of a firm can be assigned to generate ideas, as if 
they were entrepreneurs running their own firms. This process is referred 
to as intrapreneurship, as employees are encouraged to think like entre¬ 
preneurs within the firm. They differ from entrepreneurs, however, in that 
they are employees rather than owners of the firm. Some employees may 
even be assigned the responsibility of developing new products or ideas for 
improving existing products. A potential disadvantage of intrapreneurship 
is that it can pull employees away from normal, day-to-day production 
tasks. Nevertheless, it can also allow firms to be more innovative because 
employees are encouraged to search for new ideas. Many firms, including 
Apple Computer and 3M Company, have used intrapreneurship to en¬ 
courage new ideas. 

Intrapreneurship is likely to be more successful if employees are re¬ 
warded with some type of bonus for innovations that are ultimately applied 
by the firm. The firm should also attempt to ensure that any ideas that em¬ 
ployees develop are seriously considered. If managers shoot down ideas for 
the wrong reasons (jealousy, for instance), employees may consider leav¬ 
ing the firm to implement their ideas (by starting their own business). 


informal organizational 
structure 

an informal communications net¬ 
work among a firm's employees 


Informal Organizational Structure 

All firms have both a formal and an informal organizational structure. The 
informal organizational structure is the informal communications net¬ 
work that exists among a firm's employees. This network (sometimes 
called the "grapevine") develops as a result of employee interaction over 
time. Some employees interact because they work on similar tasks. Em¬ 
ployees at different levels may interact in a common lunch area or at social 
events. 
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Communication A firm may take steps to develop an informal organiza¬ 
tional structure to encourage communication between managers and em¬ 
ployees in a less formal environment. For example, the firm may organize 
social events within the firm. This does not affect the formal organizational 
structure, but it does create a complementary network to ensure more so¬ 
cial interaction between employees at different levels. Consequently, the 
employees should have a better understanding of the managers who mon¬ 
itor them, and the managers should have a better understanding of their 
employees. In addition, the managers may receive more informal feedback 
from their employees that they would not receive from the formal organi¬ 
zational structure. The feedback will be more informative than if a man¬ 
ager sends out a formal survey once a year asking employees for any 
concerns or suggestions that they may have. The employees may think that 
the manager was forced to send out the survey and is not really interested 
in their concerns. Assuming that it is just a formality and that their re¬ 
sponses will be ignored, they will not make much of an effort to provide 
their opinions. 

If a manager asks for feedback in an informal environment, however, 
the employees may be more willing to provide it because they realize that 
the manager is truly interested in their opinions. They may make sugges¬ 
tions about improving relations with employees, work conditions, salaries, 
or even product innovations. These types of suggestions could allow the 
firm to improve the level of employee job satisfaction, or improve the pro¬ 
duction process, and therefore could motivate employees to work more 
efficiently. Without an informal organizational structure, the firm might 
never receive these suggestions. Furthermore, with an informal structure 
information can travel quickly from the bottom to the top of the organiza¬ 
tion, so the higher-level managers will be tuned in to the morale of the 
employees. 

Another advantage of an informal organizational structure is that em¬ 
ployees who need help in performing a task may benefit from others. If 
employees had to seek help through the formal structure, they would have 
to go to the person to whom they report. If that particular person is not 
available, the production process could be slowed. An informal structure 
may also allow employees to substitute for one another, thereby ensuring 
that a task will be completed on time. In addition, an informal structure 
can reduce the amount of manager involvement. 

An informal structure may also encourage friendships among employ¬ 
ees, which may lead to employees being more satisfied with their jobs. 
On-the-job friendships could be the major factor that discourages them 
from looking for a new job. This is especially true of lower-level jobs that 
pay low wages. Because friendship can strongly influence employee satis¬ 
faction, firms commonly encourage social interaction by organizing social 
functions. 

Disadvantages Along with the advantages just described, an informal struc¬ 
ture also has some disadvantages. Perhaps the main disadvantage is that 
employees may obtain incorrect or unfavorable information about the firm 
through the informal structure. Even if the information is untrue or is a 
gross exaggeration, it can have a major impact on employee morale. For 
example, when a boss meets with some employees on an informal basis, 
other employees who were left out of the meeting may become jealous or 
believe that they are not receiving as much attention. They may even start 
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rumors about how the boss gives some employees more favorable treat¬ 
ment than others. Unfavorable information that has an adverse impact 
tends to travel faster and further throughout an informal structure than 
favorable information does. 


Decision Making Creating an Effective Informal Structure 

R ecall that the task of Dennis Berrett, the new CEO of Mars Technology Company, is to re¬ 
vise the firm's organizational structure. He also needs to establish an informal structure 
to improve the morale among workers at one of the company's production plants. A few 
unhappy employees have spread rumors that the plant is going to close down or that most 
employees at the plant will be fired in the near future. Dennis has sent out messages deny¬ 
ing that changes are planned, but the employees tend to believe the rumors because they 
are closer to the employees who spread the rumors than to the managers. 

Dennis needs an informal structure that will allow for more interaction between the 
employees and the managers at the plant. However, he does not want to use up excessive 
work time because he needs to ensure that workers are fulfilling their production jobs dur¬ 
ing work hours. So he decides to sponsor a lunch session every Friday at a local restaurant 
for the plant's employees. A manager will be present to discuss any topics of concern to 
the employees. In addition, Dennis himself plans to attend the lunch session one Friday a 
month to meet with employees and hear their concerns. As a result of the lunch sessions, 
managers will have a better understanding of the employees'concerns, and employees 
will better trust the managers. This informal structure should improve the morale of the 
employees, the productivity of the firm, and its performance. 

1. Is there any disadvantage to the informal structure established for the employees at 
Mars Technology Company? 

2. Would Mars Technology's informal structure be effective if the lunch sessions included 
only the factory workers? 

ANSWERS: 1 .The disadvantage is that the informal structure could cause the employees to be disappointed when they re¬ 
ceive some informal information from the managers, but the informal structure should generally have favorable effects. 

2. The informal structure would not be effective if the lunch sessions included only the factory workers because they would 
not have access to a higher-level manager who could prevent the spreading of rumors 
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Identify methods that 
can be used to 
departmentalize tasks. 


departmentalize 

assign tasks and responsibilities to 
different departments 


Exhibit 8.6 

Departmentalizing 
by Function 


Methods of Departmentalizing Tasks 


When developing or revising an organizational structure, high-level man¬ 
agement must first identify all the different job assignments, tasks, and 
responsibilities. The next step is to departmentalize those tasks and re¬ 
sponsibilities, which means to assign the tasks and responsibilities to dif¬ 
ferent departments. The best way of departmentalizing depends on the 
characteristics of the business. By using an efficient method of depart¬ 
mentalizing tasks and responsibilities, a firm can minimize its expenses and 
maximize its value. The following are four of the more popular methods of 
departmentalizing: 

► By function 

► By product 

► By location 

► By customer 


Departmentalize by Function 

When firms departmentalize by function, they allocate their tasks and 
responsibilities according to employee functions. The organization chart 
shown in Exhibit 8.6 is departmentalized by function. The finance, mar¬ 
keting, and production divisions are separated. This system works well for 
firms that produce just one or a few products, especially if the managers 
communicate across the functions. 


Departmentalize by Product 

In larger firms with many products, departmentalizing by product is com¬ 
mon. Tasks and responsibilities are separated according to the type of 
product produced. The organization chart shown in Exhibit 8.7 is depart¬ 
mentalized by product (soft drink, food, and restaurant). This type of 
organizational structure is used by General Motors, which has created di¬ 
visions such as Buick, Cadillac, and Chevrolet. 

Many large firms departmentalize by both product and function, as 
shown in Exhibit 8.8. The specific divisions are separated by product, and 































































Cross Functional Teamwork 

Relationship between Organizational Structure and Production 


To illustrate how the organizational structure is affected 
by a firm's management, marketing, and finance decisions, 
consider a firm that produces office desks and distributes 
them to various retail office furniture outlets.The organiza¬ 
tional structure will be partially dependent on the product 
mix (a marketing decision). If the firm diversifies its product 


line to include office lamps, file cabinets, and bookcases, its 
organizational structure will have to specify who is as¬ 
signed to produce and manage these other products. The 
plant site selected must be large enough, and the firm's de¬ 
sign and layout must be flexible enough, to allow for the 
production of these other products. 


Exhibit 8.7 

Departmentalizing 
by Product 



Exhibit 8.8 

Departmentalizing 
by Product and Function 
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General Motors departmen¬ 
talizes by product when 
managing its production. 



each product division is departmentalized by function. Thus, each product 
division may have its own marketing, finance, and production divisions. 
This system may appear to be inefficient because it requires several divi¬ 
sions. Yet, if the firm is large enough, a single division would need to hire 
as many employees as are needed for the several divisions. Separation by 
product allows employees to become familiar with a single product rather 
than having to keep track of several different products. 

Departmentalizing by product enables a firm to more easily estimate 
the expenses involved in the production of each product. The firm can 
be viewed as a set of separate business divisions (separated by product), 
and each division's profits can be determined over time. This allows the 
firm to determine the contribution of each business division to its total 
profits, which is useful when the firm is deciding which divisions should 
be expanded. 

For a small or medium-sized firm with just a few products, depart¬ 
mentalizing by product would lead to an inefficient use of employees, re¬ 
sulting in excessive expenses. A single financial manager should be capable 
of handling all financial responsibilities, and a single marketing manager 
should be capable of handling all marketing responsibilities. Thus, there is 
no reason to departmentalize by product. 


Departmentalize by Location 

Tasks and responsibilities can also be departmentalized by location by 
establishing regional offices to cover specific geographic regions. This sys¬ 
tem may be appealing if corporate customers in particular locations fre¬ 
quently purchase a variety of the firm's products. Such customers would 
be able to contact the same regional office to place all of their orders. Large 
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Global Busin 


Organizational Structure of a Multinational Corporation 


T he organizational structure of a multinational corpora¬ 
tion is complex because responsibilities must be as¬ 
signed not only to U.S. operations but also to all foreign 
operations.To illustrate, consider General Motors, which has 
facilities in Europe, Canada, Asia, Latin America, Africa, and 
the Middle East. It has departmentalized by location, so ei¬ 
ther a president or a vice-president is in charge of each for¬ 
eign region. Specifically, a president is assigned to GM of 
Mexico, a president to GM of Brazil, a vice-president to Asian 
and Pacific operations, a president to GM of Canada Limited, 
and a vice-president to Latin American, African, and Middle 
East operations. In Europe, one vice-president is assigned to 
sales and marketing, and a second vice-president is assigned 
to Europe's manufacturing plants.Thus, the European opera¬ 
tions are also departmentalized by function. 

Even when firms departmentalize their U.S. operations 
by product or by function, they commonly departmentalize 
their foreign operations by location. Since some foreign op¬ 
erations are distant from the firm's headquarters, depart¬ 
mentalizing operations in a foreign country by product or 
function would be difficult. If the foreign operations were 


departmentalized by product, an executive at the U.S. head¬ 
quarters would have to oversee each product produced in 
the foreign country. If the operations were departmental¬ 
ized by function, an executive at the U.S. headquarters 
would have to oversee each function conducted at the for¬ 
eign facility. Normally, executives at the U.S. headquarters 
cannot easily monitor the foreign operations because 
they are not there on a daily or even a weekly basis. Conse¬ 
quently, it is more appropriate to assign an executive at 
the foreign facility the responsibility of overseeing a wide 
variety of products and functions at that facility. 

In recent years, some multinational corporations have 
begun to select people who have international business 
experience for their boards of directors. Such directors are 
better able to monitor the firm's foreign operations. Further¬ 
more, some multinational corporations have become more 
willing to promote managers within the firm who have sub¬ 
stantial experience in international business. Sometimes a 
corporation will assign employees to its foreign facilities so 
that they can gain that experience. 




accounting firms departmentalize by location in order to be close to their 
customers. 

When a firm is departmentalized by location, it can more easily esti¬ 
mate the expenses incurred at each location. The firm can be viewed as a 
set of divisions separated by location, with each location generating its own 
profits. This allows the firm to identify the locations that have been per¬ 
forming well, which may help it determine which locations should attempt 
to expand their business. 


Departmentalize by Customer 

Some firms establish separate divisions based on the type of customer. For 
example, some airlines have a separate reservations division that focuses 
exclusively on group trips. Computer firms such as Dell have designated 
some salespeople to focus exclusively on selling computers to school sys¬ 
tems. They also have some divisions that focus on online sales to individu¬ 
als, while others focus on large corporate customers. 
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Cross Functional Teamwork 

Interaction among Departments 


Although the organizational structure formally indicates 
to whom each employee reports, it still allows interaction 
among different departments. For example, a firm may 
departmentalize by function so that one executive is re¬ 
sponsible for the management of operations, a second 
executive is responsible for the marketing function, and a 
third executive is responsible for the financing function. 

Though each function appears independent of the 
others on the organization chart, executives in charge of 
their respective functions must interact with the other de¬ 
partments. Exhibit 8.9 shows how the marketing, produc¬ 
tion, and finance departments rely on each other for 
information before making decisions.The marketing de¬ 


partment needs to be aware of any changes in the produc¬ 
tion of a product and the volume of the product that will 
be available before it finalizes its marketing strategies.The 
production department needs customer satisfaction infor¬ 
mation as it considers redesigning products. It also needs 
to receive forecasts of expected sales from the marketing 
department, which affect the decision of how much to pro¬ 
duce. The marketing and production departments provide 
the finance department with their forecasts of funds 
needed to cover their expenses. The finance department 
uses this information along with other information to de¬ 
termine whether it needs to obtain additional financing for 
the firm. 


Exhibit 8.9 

Flow of Information 
across Departments 
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Decision Making 


College Health 



How to Departmentalize 

M ars Technology Company produces four types of products. It wants to determine 

whether to departmentalize by product or by location. If it departmentalizes by prod¬ 
uct, it will need to hire managers who specialize in each of the four products that are pro¬ 
duced at each of the four locations (Boston, Chicago, Denver, and Los Angeles). These 
managers would have to travel to each of the four cities periodically to monitor the produc¬ 
tion and conditions at each division. These managers would focus on the production of the 
specific product to which they were assigned and would not make marketing or finance 
decisions. Mars Technology Company decides that the existing top-line manager at each di¬ 
vision can adequately monitor the production at the division. Therefore, it decides to con¬ 
tinue departmentalizing by location. This avoids the expenses that would be incurred if the 
new managers were hired, as well as the expenses of having the managers travel frequently 
to all four locations. 

1. Why might Mars Technology Company more seriously consider departmentalizing by 
product if all of its divisions were located in one city? 

2. If Mars Technology Company's products required specialized managers who knew the 
details of each product, how might this complicate the decision to departmentalize? 

ANSWERS: 1. If all the divisions were in one city, Mars Technology Company could more easily departmentalize by product, 
and the managers could easily oversee all the production centers. But since the locations are widely separated, the decision 
to departmentalize by location is more efficient. 2.The company would need to have managers for each product, and that 
would be costly because these managers would have to travel across cities to monitor each of the divisions. 


Club: Departmentalizing Tasks at CHC 

Another decision that Sue Kramer needs to make as part of her business plan is how to de¬ 
partmentalize tasks at College Health Club (CHC). She first considers the main functions of 
CHC and who will perform these functions. She will decide on the marketing plan that will 
be implemented to attract new customers. The health club services will be provided by 
Sue and her part-time employees. Sue will make any future financing decisions for CHC. 

All services will be provided at one location. Sue needs to departmentalize tasks at CHC so 
that aerobics classes can be held in one part of the club while members can use exercise 
and weight machines in another area. She decides that she will establish a weekly aerobics 
schedule and assign a specific employee (or herself) to lead each class. When employees 
are not leading an aerobics class, they will be assigned to help members use the exercise 
and weight machines. 

Although all health club services are currently provided at one location, Sue may 
open additional health clubs in the future. She then will departmentalize by location be¬ 
cause any part-time employees will be assigned to only one of the health club locations. 
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Summary 


El The organizational structure of 
a firm identifies responsibilities for 
each job position within the firm 
and the relationships among those 
positions. The structure enables em¬ 
ployees to recognize which job posi¬ 
tions are responsible for the work 
performed by other positions. 

The organizational structure can 
vary among firms according to the 

► span of control, which deter¬ 
mines the number of employees 
managed by each manager; 

► organizational height, which de¬ 
termines the number of layers 
from the top to the bottom of 
the structure; and 

► use of line positions (established 
to make decisions) versus staff 
positions (established to support 
the line positions). 

^3 An organizational structure 
needs to ensure accountability at all 
levels including high-level man¬ 
agers. A firm's board of directors is 
responsible for overseeing the deci¬ 
sions made by the CEO and other 
high-level managers. Boards that in¬ 
clude many members who are man¬ 
agers of the firm may be unwilling 
to discipline a CEO because those di¬ 
rectors' compensation levels may be 
dictated by the CEO. Therefore, 
boards tend to be more effective 
when they include more outside di¬ 
rectors who are independent (are 
not employees of the firm). 

Firms also have internal control pro¬ 
cesses that ensure accountability by 
requiring frequent and accurate re¬ 
porting of financial data; this infor¬ 
mation can be used to monitor the 
activities and performance of various 
divisions within the firm. The inter¬ 


nal control not only allows for a bet¬ 
ter flow of information to the public, 
but also ensures that managers have 
up-to-date and reliable information 
when making decisions. 

Ei Firms vary in the degree to 
which they distribute authority. 
Centralized firms assign most of the 
authority to the high-level man¬ 
agers. Decentralized firms spread the 
authority among several divisions 
or managers. Decentralization is 
desirable because it can speed the 
decision-making process and give 
employees more power and job sat¬ 
isfaction. However, firms must be 
careful to ensure that the managers 
who are given substantial authority 
are capable of handling the responsi¬ 
bilities that they are assigned. 

A firm can benefit from receiv¬ 
ing frequent feedback from its em¬ 
ployees regarding work conditions, 
salaries, or even product innova¬ 
tions; the firm can use the sugges¬ 
tions to increase employee job 
satisfaction or improve the produc¬ 
tion process. However, its organiza¬ 
tional structure may not necessarily 
encourage much employee feed¬ 
back. To obtain employee feedback, 
firms may implement the following 
to complement their organizational 
structure: 

► matrix organization, which al¬ 
lows employees from different 
divisions of the firm to interact; 

► intrapreneurship, which encour¬ 
ages employees to think like en¬ 
trepreneurs by giving them some 
responsibility for offering sugges¬ 
tions about improving a specific 
product or part of the produc¬ 
tion process; and 


► informal organizational struc¬ 
ture, which forces interaction 
between employees and man¬ 
agers at different levels so that 
employees have the opportunity 
to offer feedback to managers on 
an informal basis. 

I I The main methods of depart¬ 
mentalizing are by 

► function, in which tasks are sep¬ 
arated according to employee 
functions; 

► product, in which tasks are sepa¬ 
rated according to the product 
produced; 

► location, in which tasks are con¬ 
centrated in a particular division 
to serve a specific area; and 

► customer, in which tasks are sep¬ 
arated according to the type of 
customer that purchases the 
firm's products. 

How the Chapter Concepts 
Affect Business 
Performance 

A firm's decisions regarding the or¬ 
ganizational structure concepts sum¬ 
marized here affect its performance. 
Its organizational structure deter¬ 
mines the job positions and layers of 
managers used to run the business 
and therefore determines the 
amount of money that will be 
needed to compensate all these job 
positions. Its decision to decentralize 
can reduce the layers of manage¬ 
ment and therefore the expenses 
associated with management. An 
effective informal structure can im¬ 
prove employee morale. The deci¬ 
sion on how to departmentalize 
affects the efficiency with which 
managers can manage the business. 
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Enhance business 
performance 


Key Terms 

autonomy 289 

informal organizational 

line-and-staff organization 280 

board of directors 282 

structure 296 

matrix organization 293 

centralized 288 

inside board members 283 

organizational structure 278 

chain of command 278 

internal auditor 287 

outside board members 283 

decentralized 289 

intrapreneurship 295 

span of control 278 

departmentalize 298 

line organization 280 

staff positions 279 

downsizing 291 

line positions 279 


Review & Critical Thinking Questions 



1. Define organizational structure. 
Explain how a firm's organiza¬ 
tional structure can affect its 
value. 

2. Explain the following statement: 
"Generally speaking, no one 
specific organizational structure 
is optimal for all firms." 

3. Define inside board members 
and outside board members. 
What type of compensation 
may motivate these directors to 
serve the interests of the firm's 
shareholders? 

4. Why may shareholders prefer 
that the board of directors con¬ 
tain more outside directors than 
inside directors? Can there still 
be conflicts of interest within the 
board if it is composed primarily 
of outside directors? 


5. Describe the role of an internal 
auditor. 

6. How would the span of control 
differ for a firm with numerous 
employees who perform similar 
tasks and for a firm with highly 
diverse tasks? 

7. What is decentralization? Ex¬ 
plain the advantages and disad¬ 
vantages of decentralization. 

8. Explain the difference between 
line positions and staff positions 
within an organization. Provide 
examples of each. 

9. Assume that you are creating a 
new organizational structure for 
your firm that allows more em¬ 
ployee input. Identify and ex¬ 
plain three methods you could 
use to revise the organizational 
structure. 


10. What is an informal organiza¬ 
tional structure? Explain the 
advantages and disadvantages 
of an informal organizational 
structure. 

11. Explain why the organizational 
structure of a multinational cor¬ 
poration that operates a global 
business is so complex. What 
methods of departmentalizing 
are commonly used by multi¬ 
national corporations? 

12. Explain the phase "cross func¬ 
tional teamwork" and how it 
relates to interaction among 
departments. 

13. If you were going to invest in a 
company, how could you get in¬ 
formation about the board of di 
rectors? What kinds of conflicts 
of interest would you look for? 
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14. Is it possible that a very informal 
organizational structure might 
engender a lack of respect for 
authority? Why or why not? 

15. How can a multinational firm 
successfully decentralize without 
losing control of its operations 
and business functions? 

16. What aspects of intrapreneurship 
can lead to value maximization 
for the firm? 


17. Why might a firm utilize a 
matrix organization? Can you 
think of any situations where a 
matrix organization might be 
important? 

18. What do you think are the most 
important provisions of the 
Sarbanes-Oxley Act? 

19. What are the three main 
committees of the board of 


directors? How can they interact 
to discipline management? 

20. How might a firm's managers 
structure the board of directors 
so that the board will not exer¬ 
cise a great deal of oversight over 
the managers? In other words, 
what types of boards could be 
detrimental to monitoring? 


Discussion Questions 


1. You work at a software company 
that does not have a dearly 
identifiable chain of command. 
Over lunch, another manager 
informs you that he is going to 
hire his cousin, a software engi¬ 
neer, for a position at your com¬ 
pany. "I already know she can 
do the job. Why should I bother 
interviewing other employees?" 
What is wrong with the man¬ 
ager's actions? 

2. Assume that you are a high-level 
manager and are revising the or¬ 
ganizational structure of your 
firm. Identify and explain the 
main methods for departmental¬ 
izing the tasks and responsibili¬ 
ties to the different departments. 

3. Assume that you have just been 
named the project manager for 


a firm. The project involves em¬ 
ployees from various parts of the 
firm. What type of temporary 
organizational structure would 
you recommend and why? 

4. Explain the following statement: 
"Departmentalization is the 
building block for organizational 
structure." 

5. How could a firm use the Inter¬ 
net to provide information about 
its organizational structure? 

6. Express your opinion of the in¬ 
formal organization. Is it the 
same as the "grapevine"? Should 
a manager ever participate in the 
"grapevine" with employees? 

7. For what kinds of businesses 
might a narrow span of control 
work best? When might a wide 
span of control work best? 


8. Consider a company like Home 
Depot. Who are its line workers? 
Who are its staff workers? 

9. Consider the internal con¬ 
trol process required by the 
Sarbanes-Oxley Act. Do you 
think the expenses of imple¬ 
menting better internal controls 
are offset by the benefits of hav¬ 
ing the controls? 

10. How can an informal organiza¬ 
tional structure prevent rumors 
and gossip from spreading 
throughout the organization? 
What might be a drawback 
to an informal organizational 
structure? 


It’s Your Decision: Organizational Structure at CHC 



1. One alternative span of control Sue could have is to assign the part-time employees to 
different levels. For example, the employee who has been employed at CHC the longest 
would have the most seniority and could be putin charge of the others. Would this 
span of control be more effective at CHC than the wide span of control in which all of 
the employees will report to Sue? Is any disadvantage associated with giving one of the 
employees power over the others? 

2. Sue may consider hiring a college student majoring in exercise science for an intrapre¬ 
neurship position during the summer. How could this student help CHC besides as a 
typical employee? 


3. CHC's organizational structure is set up so that each part-time employee will lead aero¬ 
bics classes, which is essentially a part of production (producing a service). In addition, 
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each part-time employee will show prospective members around the club, which is a 
marketing function. Explain why assigning integrated tasks to employees may be more 
effective than assigning each employee just one type of task. 

4. Assuming that CHC's total non-salary expenses are expected to be $94,000 and that the 
membership fee is $500, determine how the club's estimated earnings are affected by 
the following possible closing times: 


If CHC Closes 

at 

Estimated Annual 

Salary Expenses 
Incurred in the First Year 

Expected 
Memberships 
in the First Year 

CHC's Expected Earnings 
before Taxes in 

the First Year 

Each Night 

1 1 P.M. 

$48,000 

300 


1 0 P.M. 

$44,000 

290 


9 P.M. 

$40,000 

280 



Based on this analysis, what time do you think CHC should close each night? 

5. A health club differs from manufacturing firms in that it produces a service rather than 
products. Should manufacturing firms have a narrower span of control than service 
firms like CHC? 


Investing in a Business 


Using the annual report of the firm in which you would 
like to invest, complete the following: 

Questions 

Q Describe the organizational structure of the firm. 

Q Does the firm appear to have many high-level 
managers? 

Has the firm downsized in recent years by 
removing middle managers from its organizational 
structure? 


Q Explain how the business uses technology to pro¬ 
mote its organizational structure. For example, 
does it use the Internet to provide information 
about its organizational structure? Does it provide 
information regarding the methods of departmen¬ 
talizing tasks? 

Q Go to http://hoovers.com and locate the NEWS 
SEARCH. Type in the name of the firm in the 
space provided, and review the recent news stories 
about the firm. Summarize any (at least one) re¬ 
cent news story about the firm that applies to one 
or more of the key concepts in this chapter. 


Case: Creating an Organizational Structure 


Janet Shugarts is the president of a barbecue sauce 
manufacturer in Austin, Texas. A manager in produc¬ 
tion has come up with a new barbecue recipe that he 
claims will be the best on the market because it's hot 
and spicy and has a flavor that the competition cannot 
match. 

Janet has recently received new marketing research 
information. The research indicates that most Euro¬ 
peans prefer a hot and spicy barbecue sauce. The mar¬ 
keting manager is excited about this new product and 
believes it can be exported to Europe. 

Janet has just come out of a meeting with her four 
managers from production, marketing, finance, and hu¬ 
man resources. They have decided to establish a sales 


office for the barbeque sauce in Paris, France. The plan 
is to create a project team to set up a production facility 
within a year in France. The marketing manager will 
head this project team. He has requested that this sub¬ 
sidiary be decentralized to provide him with an oppor¬ 
tunity to make timely decisions in this local market. 

Because of this expansion, Janet is planning to 
increase her existing workforce of 120 employees by 
20 percent. She has recently hired a human resource 
manager to take charge of the recruiting and selection 
function. A rumor circulating around the plant through 
the "grapevine" hints that employees may attempt to 
bring in a union. The human resource manager is 
alarmed because of his position on the organization 
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chart. His position is listed as a support position; thus, 
he can only advise and make recommendations to a line 
manager concerning issues related to recruiting and 
selection. 

Questions 

Q Has Janet created an organizational structure? 

If so, how? 


Q Why would the marketing manager request decen 
tralization of authority in Paris, France? 

Q Does this organization reflect a line-and-staff orga¬ 
nizational structure? If so, explain. 

Q What possible disadvantage could result from the 
decentralization of the marketing function of the 
foreign sales office? 


Video Case: Student Advantage 


Student Advantage offers meal and debit cards that are 
used on many university campuses. Its core competency 
is forging partnerships with universities and corpora¬ 
tions to create products and services that help students 
buy the things they need at a discount from stores such 
as Barnes & Noble and Champs Sporting Goods. Stu¬ 
dent Advantage recognizes job strengths and rela¬ 
tionships. It attempts to create structure that builds 
shareholder value, makes employees accountable, and 
sustains a chain of command and communication. 

Student Advantage had to quickly learn the techno¬ 
logical capabilities at different universities so that it 
would know how to sell its products. It uses contin¬ 
gency planning and makes cautious technology 
investments to reduce risk. A challenge for Student 


Advantage is that the students who are the market for 
its products are very technologically sophisticated, so 
Student Advantage must work to stay ahead of the 
technology curve. For more information on Student 
Advantage, go to http://www.studentadvantage.com/ 
discountcard. 

Questions 

Q How does Student Advantage use technology 
to market its products and to provide internal 
controls? 

Q How does the emphasis on e-business allow 

Student Advantage to expand into new markets? 


Internet Applications 


1. Go to the website of a company that provides an an¬ 
nual report. Many companies describe their organiza¬ 
tional structure in their annual reports. Describe the 
organizational structure based on the information that 
you find. Does the structure appear to have many lay¬ 
ers? Do tasks appear to be departmentalized? Explain. 
Alternatively, is the company departmentalized by prod¬ 
uct, or location, or by customer? 

2. http://www.epa.gov/epahome/organization.htm 

Examine the Web page of the Environmental Protection 
Agency. Describe the organization of the agency. Why 
do nonprofit or government organizations need to 
have a sound organizational structure? Click on the 
Administrator/Deputy Administrator home page and 
organizational chart. What are some of the offices under 
the Administrator? 


3. http://www2.coca-cola.com 

Click on "Leadership." Examine the information on this 
website. Describe the composition of the board of direc¬ 
tors and the executive committees. Does the structure 
appear to have many layers? Do the tasks seem depart¬ 
mentalized? Explain. 

4. http://www.pg.com/company/who_we_are/ 
index.jhtml 

Click on "History." Who were the founders of Procter 
and Gamble? How has the organizational structure of 
P&G changed over time from a partnership to a global 
corporation? Now click on "Global Operations." How do 
you think the organizational structure of P&G differs 
from that of a purely domestic firm? Does P&G appear 
to have a centralized or a decentralized structure? 







CHAPTER 8 


ORGANIZATIONAL STRUCTURE 309 


Dell's Secret to Success 


DVLL 


Go to http://www.reportgallery.com and review Dell's 
most recent annual report. Also, go to Dell's website 
(http://www.dell.com) and in the section "about Dell," 
review the background material about Dell that relates 
to this chapter. 


Questions 

Q Describe Dell's organizational structure based on 
the position titles of its senior officers. Do you think 
the structure is fragmented according to function 
or location? 

| What is the role of Dell's board of directors? 

Q What is the general role of Dell's top-level 
management? 
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True or False 

1. An organization chart shows the interaction among 
employee responsibilities. 

2. An organizational structure identifies the responsi¬ 
bilities of each job position and the relationships 
among those positions. 

3. A company's board of directors normally takes 
an active role in managing the firm's day-to-day 
activities. 

4. Inside board members are more likely than outside 
members to support changes that will benefit the 
firm's stockholders, especially if the firm's top man¬ 
agers do not support the changes. 

5. An organizational structure that is designed to have 
each manager supervise just a few employees has a 
narrow span of control. 

6. In recent years, most firms have attempted to 
centralize authority in the hands of a few key 
executives. 

7. Firms will have either a formal organizational struc¬ 
ture or an informal organizational structure, but can 
never have both types of organizational structures 
at the same time. 

8. An advantage of a firm's informal organizational 
structure is that it encourages the formation of 
friendships, which can improve morale and job 
satisfaction. 

9. Organizing a firm by both product and function is 
not effective for companies that operate in only one 
location. 

10. When a firm is departmentalized by location, its ex¬ 
penses involved in each location can be more easily 
estimated. 

11. Most firms departmentalize their foreign operations 
by function. 


Multiple Choice 

12. The responsibilities of a firm's managers should be 
organized to achieve the: 

a) grapevine. 

b) formal contingency. 

c) strategic plan. 

d) chain of command. 

e) bureaucratic organization. 

13. The president of a company: 

a) determines which members of the board 
of directors will be reappointed. 

b) coordinates the actions of all divisions and 
provides direction for the firm. 

c) directly supervises the actions of all other 
employees. 

d) seldom delegates managerial duties to other 
managers. 

e) operates independently of the board of 
directors. 

14. The_for a firm identifies the job position 

to which each type of employee must report. 

a) chain of command 

b) job matrix 

c) staffing chart 

d) flowchart 

e) informal structure 

15. The ultimate responsibility for the success of a firm 
lies with the: 

a) president. 

b) internal auditor. 

c) customer. 

d) competition. 

e) labor union. 
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16. The outside members of the board of directors 
of a company are those directors who: 

a) live outside the state in which the corporation 
received its charter. 

b) are not managers of the firm. 

c) are not stockholders in the firm. 

d) serve on the board without direct 
compensation. 

e) were appointed by the president of the firm 
rather than selected by the firm's stockholders. 

17. The board of directors has the responsibility of 
representing the interests of the firm's: 

a) top management. 

b) employees. 

c) customers. 

d) creditors. 

e) shareholders. 

18. Members of a firm's board of directors are selected 
by the firm's: 

a) top management. 

b) management council. 

c) shareholders. 

d) creditors. 

e) employees. 

19. Members of the board of directors who are also 
managers of the same firm are known as: 

a) ex-officio board members. 

b) primary board members. 

c) unelected board members. 

d) inside board members. 

e) organizational board members. 

20. Which member of the board of directors would be 
least likely to have a conflict of interest? 

a) outside director with consulting ties to company 

b) inside director with vice presidential position 

c) the CEO 

d) outside director retired from company 

e) outside director, CEO of another firm 


21. The_refers to the number of employees 

managed by each manager. 

a) scope of authority 

b) management ratio 

c) employee limit 

d) span of control 

e) manager-employee multiplier 

22. Span of control is determined by: 

a) consultants. 

b) staff. 

c) top management. 

d) employees. 

e) customers. 

23. The_ensures that all departments follow the 

firm's guidelines and procedures. 

a) CEO 

b) internal auditor 

c) board of directors 

d) project manager 

e) inside director 

24. A firm in which managers have narrow spans 
of control tends to have: 

a) a tall organizational structure. 

b) very decentralized decision making. 

c) a small number of employees. 

d) very few layers of management. 

e) a very large number of people serving on its 
board of directors. 

25. The strategy of spreading authority among several 
divisions or managers is called: 

a) centralization. 

b) decentralization. 

c) decision rationing. 

d) abdication of authority. 

e) adjudication of authority. 
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26. An extreme form of decentralization in which 
divisions can make their own decisions and act 
independently is called: 

a) centralization. 

b) autonomy. 

c) span of control. 

d) span of management. 

e) departmentalization. 

27. A possible disadvantage of decentralization 
is that it: 

a) may require inexperienced managers to make 
major decisions they are not qualified to make. 

b) usually increases the firm's operating expenses. 

c) slows down the decision-making process. 

d) harms employee motivation by forcing them 
to take on more responsibilities. 

e) prevents employees from making creative 
decisions. 

28. Which of the following is not an advantage 
of decentralization? 

a) shortens the decision-making process 

b) reduces salary expenses 

c) delegates specialized decisions to low-level 
employees 

d) delegation of authority may improve employee 
morale 

e) improves employee qualifications for promotion 

29. One outcome of the recent downsizing by many 
corporations during the 1990s and early 2000s was: 

a) an increase in the layers of management. 

b) a narrower span of control for most managers. 

c) decentralization of authority. 

d) increased costs of production. 

e) a big reduction in the importance of the informal 
organizational structure. 


30. Employees who serve in_positions provide as¬ 

sistance and support to employees who serve 

in line positions. 

a) secondary 

b) nominal 

c) reserve 

d) nonlinear 

e) staff 

31. Jobs that are established to make decisions that 
achieve specific business goals are: 

a) staff positions. 

b) line positions. 

c) line-and-stafffunctions. 

d) temporary jobs. 

e) job placement. 

32. Firms use a(n)_organization to allow the 

various parts of a firm to interact as they focus on 
a particular project. 

a) matrix 

b) quasi-linear 

c) tabular 

d) extracurricular 

e) cellular 

33. One possible disadvantage of a matrix organization 
is that it: 

a) makes it difficult for different departments to 
communicate with each other. 

b) reduces employee satisfaction by requiring 
workers to perform monotonous tasks. 

c) reduces the time employees have to perform 
their normal duties. 

d) puts too much power in the hands of a small 
number of top managers. 

e) allows top management to make decisions with¬ 
out input from the board. 
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34. A process whereby particular employees of a firm 
can be assigned to create ideas as if they were 
entrepreneurs is referred to as: 

a) staff organization. 

b) intrapreneurship. 

c) co-ownership. 

d) leadership. 

e) line organization. 


35. All of the following are common ways of depart 
mentalizing a firm except by: 

a) function. 

b) product. 

c) customer. 

d) time period. 

e) location. 



Decisions by Cell One regarding its 
use of human resources, its site, and 
its quality control will influence its 
future performance and its value. 


The Learning Goals ■ 

of this chapter are to: ■ 

Identify the key resources 
used for production. 

i ■ 

Identify the factors that affect 
the plant site decision. 

2 

Describe how various factors affect 
the design and layout decision. 

Describe the key tasks that are 
involved in production control. 

4 _1 

Describe the key factors that 
affect production efficiency. 

n 
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Improving Productivity 
and Quality 


Firms are created to produce prod¬ 
ucts or services. Production man¬ 
agement (also called operations 
management) is the management 
of the process in which resources 
are used to produce products or 
services. The specific process cho¬ 
sen by a firm to produce its prod¬ 
ucts or services can affect its value. 
Consider the situation of Cell One 
Company, which produces and 
sells cell phones. Cell One Com¬ 
pany must decide: 

► What human resources and 
other resources are needed to 
produce its cell phones? 


► At what site should it produce 
its cell phones? 

► What can it do to control the 
quality of its production? 

► How can it produce its cell 
phones more efficiently? 

The decisions about the human 
resources and other resources 
needed affect Cell One's cost of 
production. Its ability to control its 
production will affect the quality 
of the cell phones produced and, 
therefore, will affect the demand 
for its cell phones. If Cell One Com¬ 


pany can improve its efficiency, it 
can reduce its expenses and, there¬ 
fore, improve its performance. 

All businesses must make the 
types of decisions described 
above.This chapter explains how 
Cell One Company or any other 
firm can make production man¬ 
agement decisions in a manner 
that maximizes the firm's value. 


Identify the key resources 
used for production. 



Whether a firm produces products or services, it needs a production 
process (also called conversion process), or a series of tasks in which re¬ 
sources are used to produce a product or service. A process identifies the 
mixture of resources allocated for production, the assignment of tasks, and 
the sequence of tasks. 

Many possible production processes can achieve the production of a 
specific product. Thus, effective production management (or operations 
management) aims at developing an efficient (relatively low-cost) and 
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production process 
(conversion process) 

a series of tasks in which resources 
are used to produce a product 
or service 

production management 
(operations management) 

the management of a process in 
which resources (such as employ¬ 
ees and machinery) are used to 
produce products and services 


This factory has various work¬ 
stations, where specific pro¬ 
duction tasks are completed. 
At this workstation, employ¬ 
ees engage in welding. 


high-quality production process for producing specific products and 
services. Specifically, production management can achieve efficiency by 
determining the proper amount of materials to use, the proper mix of re¬ 
sources to use, the proper assignments of the tasks, and the proper se¬ 
quence of the tasks. Production management can contribute to the success 
of both manufacturing firms and service-oriented firms. For example, the 
success of Southwest Airlines, a service-oriented firm, is attributed to its 
low-cost production of air transportation for customers. Thus, the profits 
and value of each firm are influenced by its production management. 

The main resources that firms use for the production process are hu¬ 
man resources (employees), materials, and other resources (such as build¬ 
ings, machinery, and equipment). Firms that produce products tend to use 
more materials and equipment in their production process. Firms that pro¬ 
duce services (such as Internet firms) use more employees and informa¬ 
tion technology. 

Human Resources 

Firms must identify the type of employees needed for production. Skilled 
labor is necessary for some forms of production, but unskilled labor can be 
used for other forms. Some forms of production are labor-intensive in that 
they require more labor than materials. The operating expenses involved 
in hiring human resources are dependent both on the number of employ¬ 
ees and on their skill levels. Because of the employee skill level required, 
an Internet firm incurs much larger salary expenses than a grocery store. 

Materials 

The materials used in the production process are normally transformed by 
the firm's human resources into a final product. Tire manufacturers rely 
on rubber, automobile manufacturers rely on steel, and book publishers 
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rely on paper. Service firms such as travel agencies and investment ad¬ 
visers do not rely as much on materials because they do not engage in 
manufacturing. 

Other Resources 

A building is needed for most forms of production. Manufacturers use fac¬ 
tories and offices. Service firms use offices. The site may be owned or 
rented by the firm. Since purchasing a building can be expensive, some 
firms simply rent the buildings they use. Renting also allows the firm to 
move at the end of the lease period without having to sell the building. Ma¬ 
chinery and equipment are also needed by many manufacturing firms. 
Technology may also be a necessary resource for manufacturing and ser¬ 
vice firms. 


Combining the Resources for Production 


work station 

an area in which one or more em¬ 
ployees are assigned a specific task 

assembly line 

a sequence of work stations in 
which each work station is de¬ 
signed to cover specific phases of 
the production process 


Managers attempt to utilize the resources just described in a manner that 
achieves production at a low cost. They combine the various resources with 
the use of work stations and assembly lines. A work station is an area in 
which one or more employees are assigned a specific task. A work station 
may require machinery and equipment as well as employees. 

An assembly line consists of a sequence of work stations in which each 
work station is designed to cover specific phases of the production process. 
The production of a single product may require several work stations, with 
each station using employees, machinery, and materials. Since the cost of 
all these resources along with the building can be substantial, efficient 
management of the production process can reduce expenses, which can 
convert into higher profits. 

An example of a typical production process is shown in Exhibit 9.1. 
Employees use buildings, machinery, and equipment to convert materials 
into a product or service. For example, employees of printing firms use 
machines for typesetting, printing, and binding to produce books. Em¬ 
ployees of General Nutrition Centers (GNC) use its manufacturing plant 
(which is the size of four football fields) to produce more than 150,000 
bottles of vitamins per day. 

Most production processes are more efficient when different employ¬ 
ees are assigned different tasks. In this way, employees can utilize their 
unique types of expertise to specialize in what they do best. 


Exhibit 9.1_ 

Resources Used 
in Production 
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Decision Making 



Identify the factors that 
affect the plant site 
decision. 


Determining the Resources Needed 

W hen Cell One Company (introduced earlier) developed its business, it needed to de¬ 
cide on the proper combination of resources to use for its production. It initially used 
human resources for most of its production process. Now, however, it relies more heavily on 
machinery for various phases of the production process in order to reduce its operating ex¬ 
penses. Advances in technology allow some parts to be produced and assembled by ma¬ 
chines. Cell One's human resources have been reassigned to jobs that require other types of 
skills and cannot be done by machines. 

1. Is there a disadvantage to Cell One's relying on machinery for its production? 

2. Some employees suggest that Cell One should hire more people to show its support for 
workers. Do you think Cell One should hire more employees for this reason? 

ANSWERS: 1. One possible disadvantage is a lack of quality control under some circumstances, but some machines can mon¬ 
itor quality better than people can. 2. If Cell One hires more people just to show its support for employees, it may 
incur excessive expenses and could possibly fail as a result. 


Selecting a Site 


A critical decision in production management is the selection of a site (loca¬ 
tion) for the factory or office. Location can significantly affect the cost of pro¬ 
duction and therefore the firm's ability to compete against other firms. This 
is especially true for industrial firms such as Bethlehem Steel and Daimler- 
Chrysler, which require a large investment in plant and equipment. 

Factors Affecting the Site Decision 

Several factors must be considered when determining the optimal site. The 
most relevant factors are identified here. 

Cost of Workplace Space The cost of purchasing or renting workplace space 
(such as buildings or offices) can vary significantly among locations. Costs 
are likely to be high near the center of any business district where land 
costs are high. Costs also tend to be higher in certain regions. For example, 
office rental rates are generally higher in the northeastern states than in 
other areas. This is one major reason why companies located in northern 
cities have relocated to the South during the last 10 years. 

Cost of Labor The cost of hiring employees varies significantly among loca¬ 
tions. Salaries within a city tend to be higher than salaries outside the city 
for a given occupation. Salaries are also generally higher in the North than 
the South for a given occupation. This is another reason why many com¬ 
panies have relocated to the South. 

Tax Incentives Some local governments may be willing to grant tax credits to 
attract companies to their area. The governments offer this incentive to in¬ 
crease the employment level and improve economic conditions in the area. 

Source of Demand If a firm plans to sell its product in a specific location, 
it may establish its plant there. The costs of transporting and servicing 
the product can be minimized by producing at a site near the source of 
demand. 
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Access to Transportation When companies sell products across the nation, 
they may choose a site near their main source of transportation. They also 
need to be accessible so that materials can be delivered to them. Some fac¬ 
tories and offices are established near interstate highways, rivers, or air¬ 
ports for this reason. 

Supply of Labor Firms that plan to hire specialized workers must be able to 
attract the labor needed. They may choose a location where a large supply 
of workers with that particular specialization exists. For instance, high-tech 
companies tend to locate near universities where there is an abundance of 
educated labor. 


Evaluating Possible Sites 


Starbucks commonly 
establishes its sites in loca¬ 
tions where many people 
(potential customers) walk. 


When a firm evaluates various sites, it must consider any factors that may 
affect the desirability of each site. The choice of the location within a city 
is also critical. A retail store may attract many customers simply because 
they are driving by and notice the store. Therefore, a retail store in an area 
without much traffic will need other ways (such as advertising) to attract 
customers. If the firm intends to rent space, it is important to meet with the 
landlord before deciding on a specific location. In some locations, leases are 
very restrictive and may require a large deposit that will be lost if the busi¬ 
ness decides to move. 

When the firm has identified all of the factors that it should consider, 
it can assign a weight to each factor that reflects that factor's importance. 
Labor-intensive firms would likely place a high weight on the cost of 
human resources while other firms may be less concerned about this 
factor. Firms that sell products or services at the site will assign a high 
weight to the amount of traffic. Starbucks retail stores are commonly 

located in places where 
many people walk, such 
as downtown areas, sub¬ 
urban retail centers, office 
buildings, and university 
campuses. When Block¬ 
buster opens new stores, it 
looks for areas with a high 
concentration of people 
but attempts to avoid areas 
already served by other 
Blockbuster stores so that 
it will not pull customers 
away from those stores. 

Once the firm deter¬ 
mines the weight assigned 
to each factor, it evaluates 
each possible site on all 
relevant factors to deter¬ 
mine a weighted rating for 
each factor. Then, the rat¬ 
ings are combined to de¬ 
termine the overall rating 
for each possible site. 
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Small Business Survey 


Location as a Competitive Advantage 

In a recent National Small Business poll conducted for the NFIB Research Founda¬ 
tion, small businesses were asked whether they rely on their choice of business loca¬ 
tion as part of their strategy to develop a competitive advantage. Their responses 
are shown here: 



— Moderate part 
of competitive 
strategy 
23 % 


The small businesses were also asked whether they focus on having minimal invest¬ 
ment overhead (facilities and employees) as part of their strategy to develop a com¬ 
petitive advantage. Their responses are shown here: 



Not a part of 
competitive 
strategy 

17 % 


— Other 


Moderate part 
of competitive 
strategy 
31 % 


Significant part 
of competitive 
strategy 

51 % 
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Global Busin 


Selecting a Foreign Production Site 


The selection of a foreign production site by a U.S. firm is 
critical because location affects the firm's operating ex¬ 
penses and therefore its earnings. Consider the case of 
Pfizer, a U.S. firm that produces pharmaceutical and con¬ 
sumer products, including Listerine, Halls cough drops, 
Clorets mints, Certs mints, and Trident gum. Pfizer has oper¬ 
ations in more than 100 countries. Its extensive develop¬ 
ment of foreign operations was motivated by global 
demand for its products. Pfizer attempts to offer"every 
product, everywhere."Consequently, it established produc¬ 
tion sites that were convenient to the foreign markets 
where it planned to sell products. 

The selection of a production site by any multinational 
corporation is crucial because costs vary substantially 


among countries. Annual office rental rates per square foot 
are more than five times higher in Paris than in Mexico City 
and more than twice as high in Tokyo as in Paris. The cost of 
human resources is generally much lower in less-developed 
countries, but the supply of skilled labor in those countries 
may be inadequate. Furthermore, consumer demand for 
products in those countries may be low, so the products 
would have to be transported to other countries with much 
higher demand. Multinational corporations must assess the 
tradeoffs involved. If the products are light in weight (and 
therefore involve low transportation expenses), a multina¬ 
tional corporation might be willing to use facilities in less- 
developed countries and transport the products to areas 
where demand is higher. 




Decision Making Choosing the Optimal Site 

T he ideal way to select a site is dependent on the characteristics of the firm. To illustrate, 
consider Cell One Company (introduced in the introduction to the chapter), which spe¬ 
cializes in the production of cell phones. It has a production facility in New York City, but 
wants to consider four alternative sites for its production plant. It develops a site evaluation 
matrix, as shown in Exhibit 9.2. Possible sites are listed at the left. The columns identify the 
factors that need to be evaluated.These factors are rated from 1 (outstanding) to 5 (poor). 
The overall rating assigned to any potential site can be determined by averaging the ratings 
for that site. If some factors are more important than others, however, they deserve to have 
a relatively higher influence on the overall ratings. 

The site evaluation matrix in Exhibit 9.2 is simplified in that it focuses on only two 
factors for each city. The land cost is presumed to be the more important factor and has 
an 80 percent weight.The supply of labor receives the remaining 20 percent weight.The 
weighted rating shown in Exhibit 9.2 is equal to the rating times the weight of the rating.The 
weighted ratings for each factor are combined to determine the total rating for each city. For 
example, the Austin,Texas, site received a land cost rating of 3, which converts to a weighted 
rating of 2.4 (computed as 3 X .8). It also received a supply of labor rating of 1, which con- 
verts to a rating of .2 (computed as 1 X .2). Its total rating is 2.6 (computed as 2.4 + .2). 

Once Cell One Company determines a rating for each factor, it can derive the total 
rating for each site considered. Based on the ratings for the four sites in Exhibit 9.2, the 
Omaha site had the best rating and thus would be selected as the site. 
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Exhibit 9.2 



Land Cost 

Supply of Labor 


Example of a Site 

Evaluation Matrix 

Possible 

Sites 

Rating 

Weighted Rating 
(80% of Weight) 

Rating 

Weighted Rating 
(20% Weight) 

Total Rating 


Austin, TX 

3 

2.4 

1 

.2 

2.6 


Chicago, IL 

4 

3.2 

2 

.4 

3.6 


Los Angeles, CA 

5 

4.0 

3 

.6 

4.6 


Omaha, NE 

1 

.8 

3 

.6 

1.4 


If another firm assessed the same four sites in Exhibit 9.2, it might come to a differ¬ 
ent conclusion for two reasons. First, it might use different factors in its matrix. Second, 
it might rate the factors differently. For example, one city may have an abundance of 
people with computer development skills, but have fewer people with the skills to man¬ 
age a bank. 

Once a particular area (such as a city or county) has been chosen, the precise location 
must be decided. Some of the factors already mentioned will influence this decision. In ad¬ 
dition, factors such as traffic, crime rate, and worker access to public transportation may 
influence the decision. 

1. Why will the site that Cell One Company selects affect is degree of reliance on specific 
resources? 

2. Why would Cell One's site selection decision be different if it needs a large space, versus 
a small space, for its business? 

ANSWERS: I.The expenses of using various resources vary with the location. If the site is in a location where workers can be 
hired at a low cost, then Cell One may hire more employees. If wages are high in this location, then Cell One may use more 
machinery so that it can minimize the number of workers it hires. 2. If Cell One needs a large space, it will likely prefer a site 
where the cost of renting space is low. 


3 

Describe how various 
factors affect the design 
and layout decision. 


design 

the size and structure of a plant 
or office 

layout 

the arrangement of machinery 
and equipment within a factory 
or office 


Selecting the Design and Layout 


Once a site for a manufacturing plant or office is chosen, the design and 
layout must be determined. The design indicates the size and structure of 
the plant or office. The layout is the arrangement of the machinery and 
equipment within the factory or office. 

The design and layout decisions directly affect operating expenses 
because they determine the costs of rent, machinery, and equipment. 
They may even affect the firm's interest expenses because they influence 
the amount of money that must be borrowed to purchase property or 
machinery. 

Factors Affecting Design and Layout 

Design and layout decisions are influenced by the following characteristics. 

Site Characteristics Design and layout decisions are dependent on some 
characteristics of the site selected. For example, if the site is in an area with 
high land costs, a high-rise building may be designed so that less land will 
be needed. The layout of the plant will then be affected by the design. 
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Out o£ 
Business 
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Asleep easier 


product layout 

a layout in which tasks are posi¬ 
tioned in the sequence that they 
are assigned 


fixed-position layout 

a layout in which employees go to 
the position of the product, rather 
than waiting for the product to 
come to them 

flexible manufacturing 

a production process that can be 
easily adjusted to accommodate 
future revisions 


Production Process Design and layout are also dependent on the produc¬ 
tion process to be used. If an assembly-line operation is to be used, all 
tasks included in this operation should be in the same general area. A 
product layout positions the tasks in the sequence that they are assigned. 
For example, one person may specialize in creating components, while 
the next person assembles the components, and the next person pack¬ 
ages the product. A product layout is commonly used for assembly-line 
production. 

Alternatively, some products (such as airplanes, ships, or homes) are 
completely produced in one fixed position, which requires a fixed-position 
layout. The employees go to the product, rather than having the product 
come to them. 

Many firms now use flexible manufacturing, a production process 
that can be easily adjusted to accommodate future revisions. This enables 
the firm to restructure its layout as needed when it changes its products 
to accommodate customer demand. Many auto plants use flexible manu¬ 
facturing so that they can produce whatever cars or trucks are in de¬ 
mand. A flexible layout normally requires that employees have flexible 
skills. 


Product Line Most firms produce more than one product or service at their 
site. Firms with a narrow product line focus on the production of one or a 
few products, which allows them to specialize. Firms with a broad product 
line offer a wide range of products. 

As market preferences change, demand for products changes. The 
layout must be revised to accompany these changes. For example, the 
popularity of sport utility vehicles has caused many automobile manufac¬ 
turers to allocate more of their layout for the production of these vehicles. 
The allocation of more space for one product normally takes space away 
from others, unless the initial design and layout allowed extra space for 
expansion. 
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hotelling 

(just-in-time office) 

providing an office with a desk, a 
computer, and a telephone for any 
employee who normally works at 
home but needs to use work space 
at the firm 


Desired Production Capacity When planning both design and layout, the firm's 
desired production capacity (maximum production level possible) must be 
considered. Most firms attempt to plan for growth by allowing flexibility to 
increase the production capacity over time. The design of the building may 
allow for additional levels to be added. The proper layout can open up 
more space to be used for increased production. 

If firms do not plan for growth, they will be forced to search for a 
new site when demand for their product exceeds their production ca¬ 
pacity. When a firm maintains its existing site and develops a second 
site to expand, it must duplicate the machinery and job positions as¬ 
signed at the original site. Consequently, production efficiency tends to de¬ 
crease. To avoid this problem, the firm may relocate to a site with a larger 
capacity. 

Although having a layout that allows for growth is desirable, it is also 
expensive. A firm must invest additional funds to obtain additional land 
or floor space. This investment ties up funds that might be better used by 
the firm for other purposes. Furthermore, if growth does not occur, the 
layout will be inefficient because some of the space will continue to be 
unused. 

A firm may achieve greater production capacity without changing its 
design and layout if employees can do some or all of their work at home. 
Given the improvements in telecommunications (computer networks, e- 
mail, and fax machines), employees of some businesses no longer need to 
be on site. When the employees who work at home need to come in to 
work, they use work spaces that are not permanently assigned to anyone. 
For example, a firm may keep an office available with a desk, a computer, 
and a telephone for any employee who normally works at home but needs 
to use temporary work space at the firm. This practice is referred to as 
hotelling (or just-in-time office). For example, hotelling maybe appropri¬ 
ate for salespeople who travel frequently and generally work from a home 
office. 


A worker shovels freshly 
made butter into the 
processing line at the 
Cabot Creamery plant 
in Cabot, Vermont. 
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Decision Making 


4 

Describe the key tasks 
that are involved in 
production control. 


production control 

involves purchasing materials, 
inventory control, routing, 
scheduling, and quality control 


Determining the Optimal Design and Layout 

T he ideal design and layout of a firm are dependent on its specific characteristics. To illus¬ 
trate, recall that Cell One Company had a production plant in New York, and recently de¬ 
cided to establish a new plant in Omaha, Nebraska. Now Cell One has decided to close the 
New York plant because of the high rent at that location, which pushes up its cost of pro¬ 
duction. Instead, it will produce all of its cell phones at the Omaha plant. 

Cell One has been creating advertising brochures for its cell phones from an office in 
New York City, but it wants to reduce its office space there because of the high cost of rent. 
The office has five employees who use computer software to create and print the bro¬ 
chures and mail them to lists of prospective customers. Cell One decides to stop renting 
office space. Instead, will give each of the employees a computer and let them work at 
home. The employees can correspond with each other by e-mail. Once their files for a bro¬ 
chure are complete, they will now send the files to a printing company, which will print 
the brochures and send them to the addresses on the mailing list. Cell One will have to 
pay the printing company for the printing and mailing, but it will avoid the high cost of 
rent because it no longer needs to rent office space in New York City. Thus, by devising a 
design and layout that reduce its expenses associated with production and marketing, 

Cell One Company will be able to increase its profits. 

1. Is there a disadvantage to Cell One of changing the design and layout of the office so 
that the employees work from home? 

2. Why can't the design and layout of Cell One's production facility be eliminated in the 
same manner as the advertising office? 

ANSWERS: 1 .The employees will not be working in the same location, which could result in some inconvenience if they need 
to discuss any issues as a group. But most communication can occur by e-mail or by phone. 2.The production facility re¬ 
quires physical space where products can be produced, whereas the production of brochures can be done simply with com¬ 
puters and does not require any other facilities. 


Production Control 


Once the plant and design have been selected, the firm can engage in 
production control, which involves the following: 

► Purchasing materials 

► Inventory control 

► Routing 

► Scheduling 

► Quality control 

Purchasing Materials 

Managers perform the following tasks when purchasing supplies. First, 
they must select a supplier. Second, they attempt to obtain volume dis¬ 
counts. Third, they determine whether to delegate some production tasks 
to suppliers. These tasks are discussed next. 

Selecting a Supplier of Materials In selecting among various suppliers, firms 
consider characteristics such as price, speed, quality, servicing, and credit 
availability. A typical approach to evaluating suppliers is to first obtain 
prices from each supplier. Next, a sample is obtained from each supplier 
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outsourcing 

purchasing parts from a supplier 
rather than producing the parts 


Small Business Survey 


Why Do Firms Outsource Rather Than 
Produce Some Products Themselves? 

A survey of the chief executive officers (CEOs) of 400 high-growth businesses asked 
what caused them to outsource rather than produce some products (including sup¬ 
plies) themselves.The results are summarized in the following chart: 


Outside producers are 
more efficient 

To stay focused on 
their main products 

To save on labor and 
management expenses 

To avoid additional 
investment or debt 

To avoid regulatory 
compliance 

Difficulty in finding 
employees with proper skills 

0 20 40 60 80 100 

It appears from the survey that many firms recognize that they can benefit from 
specializing in what they do best and relying on other firms for supplies or parts 
needed for their production process. 



and inspected for quality. Then, these suppliers are asked to provide fur¬ 
ther information on their speed of delivery and their service warranties in 
case any delivery problems occur. The firm may then try out a single sup¬ 
plier and evaluate its reliability over time. 

Alternatively a firm may initially use a few suppliers and later select 
the supplier that has provided the best service. Some firms avoid depend¬ 
ing on a single supplier so that if any problems occur with one supplier, 
they will not have a major impact on the hrm. 

Another consideration in selecting a supplier may be its ability to 
interact with an Internet-based order system. Many firms now rely on 
e-procurement, or the use of the Internet to purchase some of their materi¬ 
als. This reduces the time that employees must devote to orders and can 
reduce expenses. A basic system detects the existing level of supplies and 
automatically orders additional supplies once the quantity on hand falls to 
a specific level. Some systems are more sophisticated and can handle addi¬ 
tional tasks. 

Obtaining Volume Discounts Firms that purchase a large volume of materials 
from suppliers may obtain a discounted price on supplies while maintain¬ 
ing quality. This practice has enabled firms such as AT&T and General Mo¬ 
tors to reduce their production expenses in recent years. 

Delegating Production to Suppliers Manufacturers commonly use outsourcing; 

that is, they purchase parts from suppliers rather than producing the parts. 




























CHAPTER 9 


IMPROVING PRODUCTIVITY AND QUALITY 327 


deintegration 

the strategy of delegating some 
production tasks to suppliers 


Exhibit 9.3 

Effects of Deintegration 


Outsourcing can reduce a firm's expenses if suppliers can produce the parts 
at a lower cost than the firm itself. Some manufacturers have even begun 
delegating some parts of the production process to suppliers. Consider a 
manufacturing firm located in a city where wages are generally high. This 
firm has been ordering several components from a supplier and assem¬ 
bling them at its own plant. It may be better to have the supplier partially 
assemble the components before shipping them to the manufacturer. 
Some of the assembly task would thereby be shifted to the supplier. Partial 
assembly by the supplier may cost less than paying high-wage employees 
at the manufacturing plant. 

Although outsourcing can be beneficial, it places much responsibility 
on other manufacturing companies. Thus, when a firm outsources, its abil¬ 
ity to meet its production schedule depends on these other companies. For 
this reason, a firm that outsources must be very careful when selecting the 
suppliers on which it will rely. 

Lockheed Martin not only relies heavily on suppliers, but has used on¬ 
line technology to link them up with its engineers so that they can work 
together to build a new stealth fighter plane. The project involves 80 ma¬ 
jor suppliers of engines, landing gear, and other components. By linking to 
the suppliers, the company expects to save about $250 million over the 10- 
year period necessary to design the plane. British Petroleum uses online 
technology to link its suppliers with the architects who are renovating its 
gas stations. It has more than 10,000 gas stations in the United States. By 
allowing collaboration between the architects and suppliers, it can do the 
renovation work in half the expected time. 

The strategy of delegating some production tasks to suppliers is referred 
to as deintegration and is illustrated in Exhibit 9.3. The production pro¬ 
cess within the plant is no longer as integrated, because part of the pro¬ 
duction is completed by the supplier before the supplies or components are 
delivered to the manufacturing plant. Automobile manufacturers have 
deintegrated their production processes by delegating some production 
tasks to suppliers or other firms. For example, Ford Motor Company pur¬ 
chases fully assembled automobile seats from Lear Seating. By doing so, it 
saves hundreds of dollars per automobile because the supplier's cost of la¬ 
bor is lower than Ford's cost. 


Previous Production Process 



Revised Production Process 
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inventory control 

the process of managing inventory 
at a level that minimizes costs 


carrying costs 

costs of maintaining (carrying) 
inventories 


order costs 

costs involved in placing orders for 
materials 

just-in-time (JIT) 

a system that attempts to reduce 
materials inventories to a bare 
minimum by frequently ordering 
small amounts of materials 


materials requirements 
planning (MRP) 

a process for ensuring that materi¬ 
als are available when needed 


work-in-process inventories 

inventories of partially completed 
products 


Electronic Payments for Supplies Firms are increasingly paying for their sup¬ 
plies electronically instead of paying by check. This allows for a more 
efficient production system. To use electronic payments, a firm maintains 
a sufficient balance in its account. After receiving an order of supplies, it 
instructs its bank to transfer a payment from its account to the account of 
the supplier. Recent technology allows even small businesses to efficiently 
send payments in this manner rather than writing checks. 

Inventory Control 

Inventory control is the process of managing inventory at a level that min¬ 
imizes costs, ft requires the management of materials inventories, work-in- 
process inventories, and finished goods inventories, as explained next. 

Control of Materials Inventories When firms carry excessive inventories of ma¬ 
terials, they may need to borrow more funds to finance these inventories. 
This increases their carrying costs, or their costs of maintaining (carrying) 
inventories. Carrying costs include financing costs as well as costs associ¬ 
ated with storing or insuring inventories. Although firms can attempt to 
reduce their carrying costs by frequently ordering small amounts of ma¬ 
terials, this strategy increases the costs involved in placing orders (called 
order costs). Any adjustment in the materials purchasing strategy will 
normally reduce carrying costs at the expense of increasing order costs, or 
vice versa. 

A popular method for reducing carrying costs is the just-in-time (JIT) 
system originated by Japanese companies. This system attempts to reduce 
materials inventories to a bare minimum by frequently ordering small 
amounts of materials, ft can reduce the costs of maintaining inventories. 
However, it also entails a cost of managerial time required for frequent 
ordering and a cost of frequent deliveries. In addition, the JIT system 
could result in a shortage if applied improperly. Nevertheless, U.S. hrms 
such as Applied Magnetics Corporation and Black & Decker Corpora¬ 
tion have improved their productivity by effectively using JIT inventory 
management. 

Materials requirements planning (MRP) is a process for ensuring that 
the materials are available when needed. Normally requiring the use of a 
computer, MRP helps managers determine the amount of specific materi¬ 
als that should be purchased at any given time. The first step in MRP is to 
work backward from the finished product toward the beginning and de¬ 
termine how long in advance materials are needed before products are 
completely produced. For example, if computers are to be assembled by a 
specific date, the computer components must arrive by a specific date be¬ 
fore then, which means that they must be ordered even earlier. As the firm 
forecasts the demand for its product in the future, it can determine the 
time at which the materials need to arrive to achieve a production level 
that will accommodate the forecasted demand. 

Control of Work-in-Process Inventories Firms must also manage their work-in¬ 
process inventories, which are inventories of partially completed prod¬ 
ucts. Firms attempt to avoid shortages of all types of inventories. The direct 
consequence of a shortage in raw materials inventory or work-in-process 
inventory is an interruption in production. This can cause a shortage of the 
final product, and therefore results in forgone sales. 
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Employees fill orders in an 
Amazon.com warehouse. 



Control of Finished Goods Inventories As demand for a firm's product changes 
over time, managers need to monitor the anticipated supply-demand dif¬ 
ferential. Consider the case of Amazon.com. It must maintain a sufficient 
stock of whatever books, DVDs, and other products may be ordered by cus¬ 
tomers. Maintaining an inventory of products uses up space, however. 
Therefore, Amazon.com attempts to accurately forecast the demand for its 
products so that its inventory is sufficient to accommodate demand with¬ 
out being excessive. 

Blockbuster partially attributes its success to its efficient management 
of inventory. It effectively anticipates the demand for DVD rentals and 
therefore has a sufficient supply for customers. Autozone also attempts to 
manage its inventory of auto parts at all of its retail stores efficiently. Re¬ 
cently, it increased the size of its inventory to ensure that the stores will be 
able to accommodate the demand for any particular parts. This decision 
was based on the tradeoff of having to invest more funds to provide the in¬ 
ventory versus the lost sales that result when parts are not available. 

Inventory decisions may adjust during the year due to seasonal de¬ 
mand. For example, stores that sell swimsuits experience their strongest 
demand during the summer. They need to maintain higher inventory lev¬ 
els in those months to ensure that they can accommodate demand. 

If an excess supply of a product is anticipated, a firm can avoid exces¬ 
sive inventories by redirecting its resources toward the production of other 
products. For example, Ford Motor Company redirects resources away 
from the production of cars that are not selling as well as expected. Alter¬ 
natively, a firm that experiences an excess supply of products can continue 
its normal production schedule and implement marketing strategies (such 
as advertising or reducing the price) that will increase demand. 

If an increase in demand is anticipated, firms become concerned about 
possible shortages and must develop a strategy to boost production vol¬ 
ume. They may schedule overtime for workers or hire new workers to 
achieve higher levels of production. 

Impact of Technology on Inventory Control Firms can use the Internet to improve 
their inventory control. Krispy Kreme has created online networks of shops 
that are close to each other so that a shop that experiences a surplus or 
shortage can get help from another shop nearby. Consequently, Krispy 
Kreme shops rarely experience major shortages now. General Motors uses 
electronic auctions on the Internet to sell off leased cars at the end of their 
leases. It now sells hundreds of thousands of cars each year through these 
auctions for an estimated savings of about $200 million per year. 
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routing 

the sequence (or route) of tasks 
necessary to complete the produc¬ 
tion of a product 


scheduling 

the act of setting time periods 
for each task in the production 
process 

production schedule 

a plan for the timing and volume 
of production tasks 


Routing 

Routing is the sequence (or route) of tasks necessary to complete the pro¬ 
duction of a product. Raw materials are commonly sent to various work 
stations so that they can be used as specified in the production process. A 
specific part of the production process is completed at each work station. 
For example, the production of a bicycle may require (1) using materials 
to produce a bike frame at one work station, (2) assembling wheels at a sec¬ 
ond work station, and (3) packaging the frames and wheels that have been 
assembled at a third work station. 

The routing process is periodically evaluated to determine whether it 
can be improved to allow a faster or less expensive production process. 
General Motors, DaimlerChrysler, and United Parcel Service have stream¬ 
lined their routing process to improve production efficiency. 

Scheduling 

Scheduling is the act of setting time periods for each task in the production 
process. A production schedule is a plan for the timing and volume of pro¬ 
duction tasks. For example, the production schedule for a bicycle may set 
a time of two hours for each frame to be assembled and one hour for each 
wheel to be assembled. Scheduling is useful because it establishes the ex¬ 
pected amount of production that should be achieved at each work station 
over a given day or week. Therefore, each employee understands what is 
expected. Furthermore, scheduling allows managers to forecast how much 
will be produced by the end of the day, week, or month. If a firm does not 
meet its production schedule, it will not be able to accommodate customer 
orders in a timely fashion and will lose some of its customers. 

Impact of Technology on Production Scheduling Many firms have used technology 
to improve their production scheduling. For example, Weyerhaeuser (a 
manufacturer of doors) allows customers to access its website where they 
can specify the features of the door they desire and receive instant pricing 
on a door with those features. Consequently, orders are now placed more 
quickly. In addition, there is less chance of error because the customers 
specify the desired features themselves rather than communicating the 
information to someone who would then have to communicate the in¬ 
formation to the manufacturing department. Deliveries are now almost 
always on schedule. 

Production scheduling is also being improved by the use of computer- 
based systems called enterprise resource planning (ERP) systems. These com¬ 
plex software packages can connect the computer systems from different 
departments. The goal is to automate accounting, production, order taking, 
and the other basic processes of the business. ERP achieves this by record¬ 
ing every transaction, from taking an order to delivering a finished prod¬ 
uct, and updating the entire system. The practical application allows the 
customer to place an order (either through traditional sales channels or 
electronically) that automatically schedules the items in the production 
line, adjusts raw materials inventories, and schedules the delivery. At the 
same time, the appropriate accounting entries are made and invoices sent. 
This high degree of integration allows every user at the firm to be better in¬ 
formed about its resources and commitments. 

Integration is the key difference between ERP systems and the main¬ 
frame systems that have been used by many large production companies. 
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Firms such as U.S. Steel 
use technology to set and 
monitor the production 
schedule. 


Gantt chart 

a chart illustrating the expected 
timing for each task in the produc¬ 
tion process 




Mainframe systems offered little flexibility and resulted in firms becoming 
departmentalized. For instance, different production facilities would each 
have their own departments for obtaining supplies. Each production facil¬ 
ity would order materials according to its own needs, even though all fa¬ 
cilities used the same material. The different systems made it difficult to 
have consolidated knowledge of how much material was purchased, who 
it was purchased from, and the costs involved. An ERP system puts all of 
the production facilities on the same platform so that the overall process 
can be consolidated and costs are reduced. 

A firm can extend its ERP system to the Internet where customers can 
access a website to learn which products are available and which have been 
committed to other customers. The firm may also demand that its suppli¬ 
ers offer the same ability so that supplies can be ordered quickly. This co¬ 
ordination allows the firm to eliminate inventory, improve connections 
with suppliers, and decrease overall costs. 

ERP systems can be expensive, however. The price depends on the 
complexity of the system and the number of users that will access it. 
Installation requires data to be reformatted and network systems to be 
overhauled. 

Scheduling for Special Projects Scheduling is especially important for special 
long-term projects that must be completed by a specific deadline. If many 
related tasks must be completed in a specific sequence, scheduling can in¬ 
dicate when each task should be completed. 

One method of scheduling tasks for a special project is to use a Gantt 
chart (named after its creator, Henry Gantt), which illustrates the expected 
timing for each task within the production process. As an example of how 
a Gantt chart can be applied, assume that a chemical firm must produce 
500 one-gallon containers of Chemical Z for a manufacturer. The produc¬ 
tion process involves creating large amounts of Chemicals X and Y, which 
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program evaluation and 
review technique (PERT) 

a method of scheduling tasks to 
minimize delays in the production 
process 


are then mixed in a tank to produce Chemical Z. Next, Chemical Z must be 
poured into gallon containers and then packaged in cases to be delivered. 
Notice that while the first two tasks can be completed at the same time, 
each remaining task cannot begin until the previous task is completed. 

The Gantt chart is shown in Exhibit 9.4. The bars can be marked when 
the respective tasks are completed to keep track of the production status. 

Another method of scheduling tasks for a special project is the 
program evaluation and review technique (PERT), which schedules tasks 
in a manner that will minimize delays in the production process. PERT in¬ 
volves the following steps: 

1. The various tasks involved in the production process are identified. 

2. The tasks are arranged in the order in which they must take place; this 
sequence may be represented on a chart with arrows illustrating the 
path or sequence of the production process. 

3. The time needed for each activity is estimated. 

An example of PERT as applied to the firm's production of Chemical Z 
is shown in Exhibit 9.5. The production of Chemical X (Task 1) and Chem¬ 
ical Y (Task 2) can be conducted simultaneously. The mixing of Chemicals 
X and Y (Task 3) cannot begin until Tasks 1 and 2 are completed. 


Exhibit 9.4 

Example of a Gantt Chart 


Production Tasks 


1. Produce Chemical X. 


2. Produce Chemical Y. 


3. Mix Chemicals X and Y in a 
tank to produce Chemical Z. 


4. Pour Chemical Z into 500 
one-gallon containers. 


5. Package the one-gallon 
containers into cases. 



Exhibit 9.5 

Determining the Critical 
Path Based on a Sequence 
of Production Tasks 
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critical path 

the path that takes the longest 
time to complete 


quality 

the degree to which a product or 
service satisfies a customer's re¬ 
quirements or expectations 


quality control 

a process of determining whether 
the quality of a product meets the 
desired quality level 


total quality management 
(TQM) 

the act of monitoring and improv¬ 
ing the quality of products and 
services provided 


Each sequence of tasks is referred to as a path. For example, the se¬ 
quence of Tasks 1, 3, 4, and 5 represents one path. A second path is the se¬ 
quence of Tasks 2, 3, 4, and 5. The accumulated time for this path is five 
weeks. The critical path is the path that takes the longest time to complete. 
In our example, the critical path is the sequence of Tasks 2, 3, 4, and 5; that 
path takes five weeks. It is important to determine the time necessary to 
complete the steps within the critical path, since the production process 
will take that long. 

Identifying the critical path and calculating the time it requires allows 
managers to estimate the slack time (extra time) on the other paths and re¬ 
duce any inefficiencies that can be caused by that slack time. The five-week 
period has no slack time for the workers involved in the critical path. Since 
the other path in Exhibit 9.5 has a completion time of four weeks, it has 
slack time of one week over a five-week period. Therefore, some of the 
workers assigned to Task 1 may be assigned to help with the second task of 
the critical path sequence. This may reduce the time necessary to complete 
the critical path. 

The tasks that are part of the critical path should be reviewed to avoid 
delays or increase production speed. Tasks estimated to take a long time are 
closely monitored because any delays in these tasks are more likely to 
cause a severe delay in the entire production process. Furthermore, firms 
attempt to determine whether these tasks can be performed more quickly 
so that the critical path is completed in less time. 

Quality Control 

Quality can be defined as the degree to which a product or service satisfies 
a customer's requirements or expectations. Quality relates to customer sat¬ 
isfaction, which can have an effect on future sales and therefore on the fu¬ 
ture performance of the firm. Customers are more likely to purchase 
additional products from the same firm if they are satisfied with the qual¬ 
ity. Firms now realize that it is easier to retain existing customers than it is 
to attract new customers who are unfamiliar with their products or ser¬ 
vices. Thus, firms are increasingly recognizing the impact that the quality 
of their products or services can have on their overall performance. 

Quality control is a process of determining whether the quality of a 
product or a service meets the desired quality level and identifying im¬ 
provements (if any) that need to be made in the production process. Qual¬ 
ity can be measured by assessing the various characteristics (such as how 
long the product lasts) that enhance customer satisfaction. The quality of a 
computer may be defined by how well it works and how long it lasts. Qual¬ 
ity may also be measured by how easy the computer is to use or by how 
quickly the manufacturer repairs a computer that experiences problems. 
All of these characteristics can affect customer satisfaction and therefore 
should be considered as indicators of quality. 

The quality of services sold to customers must also be assessed. For ex¬ 
ample, Amazon.com produces a service of fulfilling orders of books, CDs, 
and other products ordered over the Internet by customers. Its customers 
assess the quality of the service in terms of the ease with which they can 
send an order over the Internet, whether they receive the proper order, 
and how quickly the products are delivered. 

The act of monitoring and improving the quality of products and ser¬ 
vices produced is commonly referred to as total quality management 
(TQM), which was developed by W. Edwards Deming. Among TQM's key 
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Cross Functional Teamwork 

Interaction of Functions Involved in Total Quality Management 


Total quality management requires an ongoing product as¬ 
sessment, beginning from the time product materials are 
ordered and continuing until the customer has purchased 
and used the product. Consequently,TQM requires an in¬ 
teraction of business functions. The key management func¬ 
tions involved in TQM are ordering the proper types and 
amounts of supplies, achieving efficient (low-cost) produc¬ 
tion of the product, and ensuring that the product satisfies 
the firm's production standards. 

The key marketing functions involved in TQM are 
achieving efficient use of marketing strategies, ensuring 


customer satisfaction, and obtaining feedback from cus¬ 
tomers on how to improve the product. When marketing 
managers receive a similar criticism about a product from 
many customers, they should contact the production man¬ 
agers, who may redesign the product. This interaction be¬ 
tween management and marketing functions is shown in 
Exhibit 9.6. 

The financing function is indirectly affected, as 
changes in expenses or revenue resulting from TQM may 
alter the amount of new financing that the firm needs. 


Exhibit 9.6 

Interaction between 
Management and 
Marketing Functions When 
Implementing Total Quality 
Management 



guidelines for improving quality are the following: (1) provide managers 
and other employees with the education and training they need to excel in 
their jobs, (2) encourage employees to take responsibility and to provide 
leadership, and (3) encourage all employees to search for ways to improve 
the production process. Production quotas are discouraged so that em¬ 
ployees can allocate more of their time to leadership and the improvement 
of the production process. Many firms use teams of employees to assess 
quality and offer suggestions for continuous improvement. 

To ensure that quality is maintained, firms periodically evaluate the 
methods used to measure product or service quality. They rely on various 
techniques to assess quality, as described next. 

Control by Technology Motorola and many other firms use computers to as¬ 
sess quality. The computers can determine whether each component of a 









































CHAPTER 9 


IMPROVING PRODUCTIVITY AND QUALITY 335 


Global Busin 


Global Quality Standards 


Firms that conduct international business may attempt to 
satisfy a set of global quality standards. These standards 
have been established by the International Standards 
Organization (ISO), which includes representatives from 
numerous countries. Firms are not required to meet these 
standards. By voluntarily meeting them, however, a firm can 
become certified, which may boost its credibility when sell¬ 
ing products to foreign customers, who may be more com¬ 
fortable if the firm has met the standards. 

The certification process commonly costs at least 
$20,000 and takes at least one year. The standards focus on 
the design, manufacturing process, installation, and service 
of a product. Independent auditors review the firm's opera¬ 


tions and decide whether to certify the firm. A publication 
called ISO 9000 specifies the standards for production qual¬ 
ity. Another set of standards (called ISO 14000) applies to 
the environmental effects of the production process. 

Firms may also have to meet other standards to sell 
their products in specific foreign countries. For example, the 
Japanese government assesses any products that are sold in 
Japan to ensure that they are safe. Japan's safety standards 
have discouraged firms based in the United States and 
other countries from attempting to sell products in Japan. 
Thus, the standards may serve as a barrier that protects local 
firms in Japan from foreign competitors. 


The quality of services is also 
dependent on the manner 
by which a business com¬ 
bines its human resources 
with its other resources.The 
successful production of a 
concert by the singer Usher 
depends not only on his abil¬ 
ity but also other human re¬ 
sources who are involved 
with planning, scheduling, 
and operating equipment. 



product meets specific quality standards. Computer-controlled machinery 
has electronic sensors that can screen out defective parts. 

Dell, Inc., uses custom configurations to ensure a high level of product 
quality and thereby fulfill its responsibility to its customers. It relies on 
its computer network to track its products from the point of initial sales 
contact to the time the product is sent to the customer, and beyond. 
Specifically, for a given order, Dell knows the date of the initial query by 
the customer, the date the order was placed, the date the order was deliv¬ 
ered, the dates technical support was requested, and the types of support 
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that were provided. This tracking system offers several benefits. First, Dell 
can determine the speed at which it fills an order. Second, it has a history 
of its communications with the customer in case any dispute arises. Third, 
from the technical support communications, Dell can determine the type 
of support that was needed. When Dell redesigns its computers in the fu¬ 
ture, it can take these requests for support into consideration. 


quality control circle 

a group of employees who assess 
the quality of a product and offer 
suggestions for improvement 


Control by Employees Firms also use their employees to assess quality. Many 
firms such as IBM and DaimlerChrysler use a quality control circle, which 
is a group of employees who assess the quality of a product and offer sug¬ 
gestions for improvement. Quality control circles usually allow for more 
interaction among workers and managers and provide workers with a 
sense of responsibility. 


sampling 

randomly selecting some of the 
products produced and testing 
them to determine whether they 
satisfy the quality standards 


Control by Sampling Firms also assess quality by sampling, or randomly se¬ 
lecting some of the products produced and testing them to determine 
whether they satisfy the quality standards. Firms may check one unit per 
100 units produced and concentrate specifically on possible flaws that have 
been detected in previous checks. 


Control by Monitoring Complaints Quality should be assessed not only when 
the product is produced but also after it is sold. Some quality deficiencies 
may not become evident until after customers use the products. The 
quality of products that have been sold can be assessed by monitoring the 
proportion of products returned or by tracking customer complaints. Ad¬ 
ditional customer feedback can be obtained by conducting surveys. Firms 
can obtain customers' opinions on product quality by sending them a sur¬ 
vey months after the sale. 


Correcting Deficiencies The purpose of the quality control process is not only 
to detect quality deficiencies but also to correct them. If quality is deficient, 
the problem was likely caused by one of the following factors: inadequate 
materials provided by suppliers, inadequate quality of work by employees, 
or malfunctioning machinery or equipment. 

If inadequate materials caused the quality deficiency, the firm may re¬ 
quire the existing supplier to improve the quality or may obtain materials 
from a different supplier in the future. If the cause is the work of employ¬ 
ees, the firm may need to retrain or reprimand those employees. If the 
cause of quality deficiency is the machinery, the firm may need to to re¬ 
place the machinery or make repairs. 

While most production deficiencies cause a reduction in customer sat¬ 
isfaction, some deficiencies are worse than others. When a firm's product 
deficiency causes harm to a customer, the customer may bring a lawsuit 
against the firm claiming that it is liable for the harm caused by its prod¬ 
uct. The firm may incur major expenses if it must pay compensation to a 
customer as a result of a lawsuit. In addition, the firm may develop a bad 
reputation if there is publicity about its products causing harm to cus¬ 
tomers, and it may experience a loss in sales as a result. Quality control 
may ensure that products will not cause harm to customers. However, 
even the best quality control cannot prevent some liability lawsuits. Un¬ 
fortunately, the court system does not severely penalize frivolous lawsuits, 
so some people hie frivolous lawsuits against firms, hoping to win large 
monetary rewards. For example, some people put needles in a can of Pepsi 
and tried to claim that the needles were due to Pepsi's production process. 
In 2005, a woman claimed that she found a cutoff finger in a bowl of 
Wendy's chili that was caused by Wendy's production process. In these 
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Small Business Survey 


Exposure to Liability Lawsuits 

In a recent National Small Business poll conducted for the NFIB Research Founda¬ 
tion, owners of small businesses were asked whether they believe liability laws 
favor those who file liability lawsuits or those who must defend against liability. 
Their responses are shown here: 


Strongly feel that 
laws favor those 
who defend — 
against lawsuits 

7% 


Do not strongly feel 
that laws favor 
— those who defend 
against lawsuits 

5% 



The small business owners were also asked if they were concerned about being sub¬ 
jected to a liability lawsuit.Their responses are shown here: 


Other 

17 % 


Very 

— concerned 

16 % 


Not too 
concerned 
36% 


Somewhat 

concerned 

31% 



The owners of small businesses who participated in the survey and had been sued 
cited the following reason for the liability lawsuit: 
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Decision Making 



Describe the key factors 
that affect production 
efficiency. 


cases, the firms were able to prove that the claims were false. Yet, even if a 
firm does do not have to pay compensation, it will incur major expenses 
defending against liability lawsuits, whether legitimate or frivolous. 

Winners of the Malcolm Baldrige National Quality Awards Firms that have recently 
won National Quality Awards used innovation to improve their quality. Cat 
Financial is a business that finances large orders of equipment from Cater¬ 
pillar. Its services are available online, allowing customers to apply for 
financing and obtain information from the website without having to call 
a customer service representative. Stoner is the smallest business to ever 
win a Baldrige Quality Award. It has only 48 employees. Stoner created a 
software system to integrate its production, inventory, and distribution. 
Thus, its distribution decisions can be made with up-to-date information 
about production and inventory. Its decisions about future production can 
account for the latest inventory level. Though larger firms have used such 
technology, it is unusual for such a small company to have such an efficient 
system for integrating its production and distribution. 


Deciding on Quality Control 

T he optimal method for quality control is dependent on the firm's specific characteristics. 

To illustrate, recall the case of Cell One Company, which specializes in producing cell 
phones. The manufacturing process involves mostly machinery. To ensure that the cell 
phones are made properly, Cell One uses the following quality control techniques. First, it 
uses machines that test to make sure that the length and weight of each cell phone fall 
within the production specifications. Second, an employee briefly checks each cell phone 
to ensure that the design is correct. Third, Cell One inscribes its e-mail address on all of its 
products so that customer's can e-mail complaints and suggestions. When any of these 
quality control methods detects a deficiency, Cell One revises its production to correct the 
deficiency. By ensuring quality control, Cell One Company has attracted a large demand for 
its cell phones, which has increased revenue and therefore increased profits. 

1. Why would Cell One rely on feedback from customers for quality control? Shouldn't it 
be able to catch production defects without relying on customer feedback? 

2. Why would Cell One's decisions regarding quality control possibly affect its decisions 
about design and layout? 

ANSWERS: 1. A product may not satisfy customers even if it has no defects. Quality control is needed to ensure that the prod¬ 
uct has quality from the customer's perspective and therefore will be desired by customers. 2. Quality control may require 
machinery or employees on the production site and therefore may affect the design and layout of production. For example, 
the machinery for quality control may be inserted at various places within the assembly operation so that quality can be 
assessed at various phases of production. 


Methods to Improve Production Efficiency 


Firms strive to increase their production efficiency, which reflects a lower 
cost for a given amount of output and a given level of quality. Managers 
continually search for ways to manage human and other resources in a 
manner that improves production efficiency. Firms recognize the need to 
continually improve because other competitors may become more efficient 
and take their business away. 
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production efficiency 

the ability to produce products at 
a low cost 

benchmarking 

a method of evaluating perfor¬ 
mance by comparison to some 
specified (benchmark) level, 
typically a level achieved by 
another company 


stretch targets 

production efficiency targets (or 
goals) that cannot be achieved 
under present conditions 


automated 

tasks are completed by machines 
without the use of employees 


Exhibit 9.7 

Guidelines for Effective 
Automation 


Production efficiency is important to service firms as well as manufac¬ 
turing firms. For example, airlines need to be efficient in their service of 
flying passengers from one location to another so that they can achieve low 
expenses. 

Many firms that set production efficiency goals use benchmarking, 
which is a method of evaluating performance by comparison to some 
specified (benchmark) level—typically, a level achieved by another com¬ 
pany. For example, a firm may set a goal of producing baseball caps at a 
cost of $3 per cap, which is the average cost incurred by the most success¬ 
ful producer of baseball caps. 

The top managers of some firms set production efficiency targets (or 
goals) that cannot be achieved under present conditions. These targets are 
referred to as stretch targets because they are stretched beyond the ordi¬ 
nary. Stretch targets may be established in response to a decline in the 
firm's market share or performance. For example, 3M Company created a 
stretch target that 30 percent of its sales should be derived from sales of 
products created in the last four years. This target was intended to encour¬ 
age more development of new products so that 3M did not rely on its in¬ 
novations from several years ago. 

Firms can improve production efficiency through the following 
methods: 

► Technology 

► Economies of scale 

► Restructuring 

Each of these methods is discussed in turn. 

Technology 

Firms may improve their production efficiency by adopting new technol¬ 
ogy. New machinery that incorporates improved technology can perform 
tasks more quickly. 

Many production processes have become automated; that is, tasks are 
completed by machines without the use of employees. Since machinery 
can be less costly than human resources, automation may improve pro¬ 
duction efficiency. Guidelines for effective automation are summarized in 
Exhibit 9.7. 

Many firms such as Albertson's (a grocery chain) and Home Depot 
have improved production efficiency with the use of computer technology. 


To effectively capitalize on the potential benefits from automation, the following guide¬ 
lines should be considered: 


1. Plan. Automation normally does not simply speed up work; instead, it may require 
the elimination of some production steps. Planning is necessary to decide what type 
of automation will be most appropriate (computers versus other machinery). 

2. Use Automation Where the Benefits Are Greatest. It may not be efficient to evenly 
allocate automation among all parts of the production process. Some workers will 
not be able to use a computer for their type of work. 

3. Train. To make sure that the automation implemented is effectively utilized, any 
workers who use new computers or machinery should be trained. 

4. Evaluate Costs and Benefits over Time. By assessing the costs and benefits of au¬ 
tomation, a firm can decide whether to implement additional automation or revise 
its existing automation. 
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Home Depot uses technol¬ 
ogy to monitor its inventory 
and its sales of all of its 
products. 


economies of scale 

as the quantity produced in¬ 
creases, the cost per unit decreases 

fixed costs 

operating expenses that do not 
change in response to the number 
of products produced 

variable costs 

operating expenses that vary 
directly with the number of 
products produced 



For example, computers can keep track of the daily or weekly volume 
of each type of product that is purchased at the cash register of a retail 
store. Therefore, the firm does not need an employee to monitor the in¬ 
ventory of these products. The computer may even be programmed to 
automatically reorder some products once the inventory is reduced to a 
specified level. Some hospitals use pharmacy robots that stock and re¬ 
trieve drugs. This technology increases production without additional la¬ 
bor expenses. Numerous manufacturing firms are using more powerful 
computers that have increased the speed at which various tasks can be 
completed. 

The Internet Much of the recent improvement in productivity is attributed 
to the Internet, in particular to its ability to improve the flow of informa¬ 
tion and communication between a firm's employees, and also between a 
firm and its customers and suppliers. A recent study by the University of 
California and the Brookings Institution found that almost half of the pro¬ 
ductivity improvements in U.S. firms are attributed to the use of Internet 
business solutions. 

Economies of Scale 

Firms may also be able to reduce costs by achieving economies of scale, 
which reflect a lower average cost incurred from producing a larger vol¬ 
ume. To recognize how economies of scale can occur, consider that two 
types of costs are involved in the production of a product: fixed costs and 
variable costs. Fixed costs are operating expenses that do not change in re¬ 
sponse to the number of products produced. For example, the cost of rent¬ 
ing a specific factory is not affected by the number of products produced 
there. 

Variable costs are operating expenses that vary directly with the num¬ 
ber of products produced. As output increases, the variable costs increase, 
but the fixed costs remain constant. The average cost per unit typically de¬ 
clines as output increases for firms that incur large fixed costs. 


TIM BOYLE/GETTY IMAGES 




CHAPTER 9 


IMPROVING PRODUCTIVITY AND QUALITY 341 


Exhibit 9.8 

Relationship between 
Production Volume 
and Costs 


Automobile manufacturers incur a large fixed cost because they have 
to pay for their large facilities (including all the machinery) even if they do 
not produce many cars. Therefore, they need to produce a large number of 
cars to reduce the average cost per car produced. 

Consider the production of a paperback book that requires some ma¬ 
terials (ink and paper) and some manual labor. Assume that a printing 
company incurs a fixed cost (rent plus machinery) of $40,000 per month. 
These expenses exist regardless of the number of books printed. Assume 
that the variable cost of producing each book is $2 per book. The total cost 
of producing books each month is equal to the fixed cost plus the variable 
cost. The total cost is estimated for various production levels in Exhibit 9.8. 


Quantity 
of Books 
Produced 

Fixed 

Cost 

Variable 

Cost ($2 
per Unit) 

Total Cost 

Average 
Cost 
per Unit 

1,000 

$40,000 

$2,000 

$42,000 

$42.00 

3,000 

40,000 

6,000 

46,000 

15.33 

5,000 

40,000 

10,000 

50,000 

10.00 

10,000 

40,000 

20,000 

60,000 

6.00 

15,000 

40,000 

30,000 

70,000 

4.67 

20,000 

40,000 

40,000 

80,000 

4.00 

25,000 

40,000 

50,000 

90,000 

3.60 
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Exhibit 9.9 

Relationship between 
Volume and Profitability 


Quantity of 

Books Produced 

Total Revenue 
(= Quantity 
x Price) 
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The key measure of production efficiency is the average cost per unit, 
which is measured as the total cost divided by the number of units pro¬ 
duced. Notice how the average cost declines when the production volume 
increases. This relationship exists because the fixed cost is not affected by 
the production volume. Therefore, the fixed costs can be spread over a 
larger production volume. No extra fixed cost is incurred when producing 
additional products. 

Assume that each of the books produced can be sold for $ 10. Exhibit 9.9 
shows the total revenue and total costs for various quantities of books pro¬ 
duced. The total revenue is equal to the quantity produced times the price 
of $ 10 per book. The profits represent the difference between the total rev¬ 
enue and the total cost. Notice that the firm experiences losses at small 
quantities. This is because the fixed costs are incurred even though the pro¬ 
duction volume is low. At the quantity level of 5,000 books, the total rev¬ 
enue is equal to the total cost. The quantity of units sold at which total 
break-even point revenue equals total cost is referred to as the break-even point. At any 

the quantity of units sold at which quantity beyond 5,000 books, the firm earns profits. The profits are larger 
total revenue equals total cost f or larger quantities produced. This results from the lower average cost in¬ 

curred from the production of more books. 

Some firms strive to achieve a large market share so that they can 
achieve economies of scale. For example, Dell typically sets a goal to obtain 
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restructuring 

the revision of the production 
process in an attempt to improve 
efficiency 

reengineering 

the redesign of a firm's organiza¬ 
tional structure and operations 


downsizing 

an attempt by a firm to cut 
expenses by eliminating job 
positions 


corporate anorexia 

the problem that occurs when 
firms become so obsessed with 
eliminating their inefficient 
components that they downsize 
too much 


supply chain 

the process from the beginning of 
the production process until the 
product reaches the customer 


a substantial market share for each of its products. This results in a large 
production volume so that Dell can achieve economies of scale. One of 
the largest expenses in the production of computers is the research and de¬ 
velopment to improve the computers. That expense is incurred whether 
Dell sells only 20 computers or 50,000 computers. Therefore, the average 
cost per unit is reduced when Dell produces a large amount of a specific 
computer. 

Restructuring 

Restructuring involves the revision of the production process in an attempt 
to improve efficiency. When restructuring reduces the expense of produc¬ 
ing products or services, it can improve the firm's profits and therefore in¬ 
crease the firm's value. Many firms also engage in reengineering, which is 
the redesign of a firm's organizational structure and operations. The 
reengineering may result in some minor revisions, such as changes in the 
procedures used to take phone messages or to send packages. Alterna¬ 
tively, the revisions may be much larger, such as a new facility or a new 
assembly-line operation for production. 

Downsizing When firms restructure, they also typically engage in down¬ 
sizing; that is, they reduce the number of employees. Firms identify vari¬ 
ous job positions that can be eliminated without affecting the volume or 
the quality of products produced. Some downsizing occurs as a result of 
technology because automated production processes replace human re¬ 
sources (as explained earlier). However, numerous firms downsize even 
when they have no plans to further automate their production process. 

Although downsizing can help a firm achieve cost savings, downsizing 
also has its disadvantages. First, costs may be associated with the elimina¬ 
tion of job positions, such as costs incurred to find other job positions 
within the firm or outside it for the employees whose jobs were cut. 
Second, costs may be associated with training some of the remaining em¬ 
ployees whose responsibilities were expanded. Third, if the remaining em¬ 
ployees believe their own positions may be cut, their morale may decline, 
reducing their performance. Fourth, downsizing may result in lower qual¬ 
ity, as the remaining employees may be assigned more work and may not 
detect defects in the production process. Some firms become so obsessed 
with eliminating their inefficient components that they downsize too 
much. This is referred to as corporate anorexia. 

Integration of the Production Tasks 

The production process described in this chapter consists of related tasks, 
such that each task can be accomplished only after other tasks have been 
completed. Thus, if any production task breaks down, the entire produc¬ 
tion schedule is affected. Furthermore, firms are unable to deliver their 
products to stores or to customers until all production tasks are completed. 
Therefore, firms monitor the so-called supply chain, or the process from 
the very beginning of the production process until the product reaches the 
consumer. Firms that produce products identify a site for production, hire 
employees, set up work stations, and determine the design and layout that 
will ensure efficient production. To recognize the integration required, 
consider the following example: 

► After an automobile manufacturer identifies a site for production, it 
hires employees and assigns them to assembly lines. 


344 


PART III 


MANAGEMENT 


► Machinery and tools (such as special wrenches) are placed along the 
assembly lines to help the employees assemble the automobiles. 

► Materials (including steering wheels, seat cushions, engines, and 
tires) are delivered to different parts of the assembly line so that they 
can be installed during the production process. The design and layout 
are structured so that one task is completed before the automobile 
frame is moved to the next station on the assembly line, and so on. 
For example, the dashboard may be inserted at one station and the 
doors and windshield attached at the next station. The dashboard is 
installed first because inserting a dashboard is more difficult after the 
doors have been attached. 

► A sufficient inventory of materials is ordered to accommodate the 
scheduled production. 

► Tasks are scheduled so that each person who is assigned a task on the 
assembly line has enough time to complete it before the automobile 
frame is moved to the next station. Too much time should not be al¬ 
located for a specific task, however, because that would reduce the 
production volume. 

► The quality control process takes place at different stations along the 
assembly line to ensure that each part of the production process is 
completed according to standards. 

How Breakdowns Disrupt the Production Process When production tasks are in¬ 
tegrated, a breakdown in one part of the process may cause the entire 
production process to be slowed. Consider some examples. First, the ma¬ 
chinery used by employees in the production process could break down, 
disrupting the entire process until the machinery is repaired or replaced. 
Second, materials needed at different stations along the assembly line may 
not arrive on time, halting production at those stations and at the stations 
that follow them on the assembly line. Third, some of the employees who 
were assigned tasks on the assembly line may become ill or quit, causing 
production to slow unless replacements are available. Fourth, the quality 
control process may require that a specific task be redone, disrupting the 
process because later tasks cannot be completed until the task in question 
is done properly. 

The integration of tasks is not limited to assembly-line production. 
Firms such as Motorola, Johnson & Johnson, General Dynamics, and AT&T 
focus on coordinating all their production tasks in a manner that mini¬ 
mizes production cost while maintaining high quality. In fact, these firms 
frequently restructure their production process, continually searching for 
more efficient ways to produce their products. 

Integration of Tasks at Service Firms Even service firms use a production process 
that is integrated and therefore requires that the tasks described in this 
chapter are completed in a specific order. For example, Amazon.com hires 
employees to produce the service of fulfilling orders made by customers 
over a website. The production process for Amazon.com involves forecast¬ 
ing the future demand for books (or other items), ordering a sufficient 
number of each book to satisfy demand in a future period, storing books 
at warehouses, receiving orders, fulfilling orders, and ensuring that cus¬ 
tomers receive quality service (such as quick delivery). If Amazon.com 
does not order a sufficient amount of books relative to the amount cus- 
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tomers order, it will not be able to accommodate all of the demand. Alter¬ 
natively, if it has a sufficient inventory of the books but does not have 
enough employees and computer facilities to fulfill the orders, the produc¬ 
tion process will be disrupted. 


Decision Making Tradeoffs from Production Decisions 

M any firms must decide whether to produce all of their products at one manufacturing 
plant or to have multiple production plants. Consider Cell One Company, which relies 
on one production plant to produce all of its cell phones. It realizes that if it had plants in 
several cities, each plant could distribute its cell phones to the retail stores that are near that 
plant. This would reduce the delivery time and the transportation costs. However, if Cell 
One had multiple production plants, it would incur higher costs because it would need to 
rent additional facilities. It would also have to hire more employees for each plant. Overall, 
Cell One achieves greater economies of scale with a single production plant than if it had 
additional facilities. The cost savings from having a single plant outweigh the potential cost 
savings from lower transportation costs if it established additional production plants. In 
addition, Cell One can also more easily monitor the quality or its production process at a 
single plant than if it had multiple plants. Therefore, it decides not to establish additional 
production facilities. 

1. Given all the advantages of a single production plant for Cell One Company, why do 
some companies have multiple production plants? 

2. Do you think the costs of maintaining inventory would be higher if Cell One relied on 
one plant or on many plants for its production? Why? 

ANSWERS: 1. For some types of production, economies of scale may be somewhat limited, so the firm does not gain much 
from producing at a single plant. In addition, some production plants focus on different types of products. For example, a car 
manufacturer may use one plant to produce trucks and another plant to produce cars. 2. Inventory costs would be lower if 
Cell One had only one plant. If it had multiple plants, it would need to maintain inventory at every plant. 


College Health 


Club: 


Average Cost at CHC 



Sue Kramer wants to ensure that College Health Club is efficiently managed. Since CHC's 
expenses are mostly fixed, she recognizes the importance of generating economies of 
scale. She wants to determine the average cost per member served for various possible 
levels of membership. Since she expects CHC's total expenses over the first year to be 
$142,000, she estimates the cost per member served as follows: 


Impact of Membership Size on CHC's Average Cost per Member 

If 280 Members If 300 Members If 320 Members Join 

Join in the First Year Join in the First Year in the First Year 

(1) Total cost $142,000 $142,000 $142,000 

(2) Number of members 280 300 320 

(3) Cost per member = (1)/(2) $507 $473 $444 

If 280 members join, the average cost to CHC per member is $507, which exceeds the an¬ 
nual membership fee of $500. The higher the membership, the lower the average cost to 
CHC per member. This is why it is so important to attract a large membership at CHC. 
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Summary 


^3 The key resources used for 
production are human resources, 
materials, and other resources 
(such as the plant, machinery, and 
equipment). 

The plant site decision is 
influenced by 

► cost of workplace space, 

► cost of labor, 

► tax incentives, 

► source of demand for the 
product produced, 

► access to transportation, and 

► supply of labor. 

A site evaluation matrix can be used 
to assign a rating to each relevant 
factor and derive a total rating for 
each possible site. 

^3 The design and layout of a 
plant are influenced by the 

► site characteristics, 

► production process, 

► product line, and 

► desired production capacity. 


□ Production control involves 

► purchasing materials, which 
requires selecting a supplier, 
negotiating volume discounts, 
and possibly delegating produc¬ 
tion to suppliers; 

► inventory control, which in¬ 
volves managing various inven¬ 
tories at levels that minimize 
costs; 

► routing, which determines the 
sequence of tasks necessary to 
complete production; 

► scheduling, which sets time peri¬ 
ods for the tasks required within 
the production process; and 

► quality control, which can be 
used to identify improvements 
(if any) that need to be made in 
the production process. 

^3 The key methods used to im¬ 
prove production efficiency are 

► technology, which increases the 
speed of the production process; 

► economies of scale, which re¬ 
duce the average cost per unit as 
a result of a higher production 
volume; and 


► restructuring, which is a revision 
of the production process to re¬ 
duce production expenses. 

How the Chapter Concepts 
Affect Business 
Performance 

A firm's decisions regarding the pro¬ 
duction concepts summarized here 
affect its performance. Its decisions 
regarding the use of resources and 
the site to use for production affect 
the cost of production. Its decisions 
regarding the control of the produc¬ 
tion process may ensure that the 
process remains efficient. In addi¬ 
tion, it can monitor quality, which 
influences revenue because it affects 
customer satisfaction. The firm's 
decisions on how to revise the pro¬ 
duction process to produce more 
efficiently can reduce production 
costs. 
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Review & Critical Thinking Questions 


1. If you were a plant manager, 
what primary resources would 
you use for production? 

2. Explain the use of work stations 
and assembly lines. 

3. You are moving your plant from 
the West Coast to the East Coast. 
What key location factors should 
be considered? 

4. What general factors influence 
design and layout decisions? 

5. What is e-procurement? How 
can e-procurement benefit a 
firm? 

6. List the five tasks involved in 
production control. 

7. What is outsourcing? What are 
the advantages and disadvan¬ 
tages of outsourcing? 

8. What is deintegration? How can 
it benefit a manufacturer? 

9. Compare just-in-time (JIT) in¬ 
ventory with materials require¬ 
ments planning (MRP). 


10. What is production scheduling? 
Why is a production schedule so 
important for a manager? 

11. Define PERT. Explain what steps 
are involved with PERT. Why 

is it necessary to identify the 
critical path when working on 
a project? 

12. Define and explain quality 
control. 

13. What is total quality manage¬ 
ment (TQM)? Briefly summarize 
the key guidelines for improving 
quality under TQM. 

14. Briefly summarize the methods 
used by firms to improve pro¬ 
duction efficiency. 

15. Define downsizing and restruc¬ 
turing. How are the two related? 

16. What is corporate anorexia? 

How might corporate anorexia 
lead to worse business perfor¬ 
mance than the firm faced prior 
to downsizing? 


17. What are stretch targets, and 
why would managers set these 
kinds of efficiency targets if they 
cannot be achieved under the 
present conditions? 

18. How might labor costs affect 
site decisions? Will a company 
always locate where the cost of 
labor is cheapest? 

19. How does the management of 
inventory lead to better firm 
performance? If inventory is not 
managed well, how will the firm 
be affected? 

20. Many communities would like 
to attract businesses to locate 
there in order to increase em¬ 
ployment. What kinds of incen¬ 
tives can the local government 
provide to make the location 
more attractive? 
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Discussion Questions 


1. Would production management 
apply to a professional basketball 
team? How? 

2. What is hotelling? Can you think 
of any disadvantages associated 
with hotelling? 

3. Assume that you are a project 
manager for a large construction 
company. You have been given 
an assignment to develop a 
schedule for the construction of 
a skyscraper. Discuss how you 
would develop and implement 
a schedule. 

4. How could a firm use the Inter¬ 
net to provide information on its 
production management func¬ 
tion? How could it use the Inter¬ 
net to provide information on its 8. 
production control? 


5. Assume that your company 
plans to relocate its plant to a 
new region and has assigned you 
to select the new location. What 
factors would you consider in 
making the decision? 

6. What type of layout is appropri¬ 
ate for each of the following: 

(a) an aircraft manufacturer, 
such as Boeing; (b) an automo¬ 
tive plant for a firm such as 
General Motors; (c) a contrac¬ 
tor engaged in new housing 
construction? 

7. You are a manager at a software 
manufacturer. Describe how the 
different sources of control may 
apply to your company. 

Suppose that a firm has a pro¬ 
duction location in a small town 


in the United States, but discov¬ 
ers that it could lower costs sub¬ 
stantially by closing the plant in 
the United States and relocating 
production to Mexico. What are 
the ethical issues the firm should 
consider? 

9. Consider the product line of 
many American car manufactur¬ 
ers. As oil prices rise, how might 
they alter their product line in 
response? 

10. Assume you are the manager of 
a firm that is considering out¬ 
sourcing some of the manufac¬ 
turing currently being conducted 
on site. What are the advantages 
and disadvantages of doing so? 


It’s Your Decision: Production Decisions at DHD 

1. The cost of land is much higher in the middle of the city than it is on the outskirts of the 
city where College Health Club (CHC) is located. How does this affect CHC's expenses? 

2. What tradeoff is involved in determining the size of the facilities for CHC? 

3. CHC can purchase vitamin supplements at a discount if it orders a case of 300 units. 

It will earn a higher profit per unit when selling the vitamins to its members if it re¬ 
ceives that discount. What would be a disadvantage to CHC of buying a large amount 
of vitamins? 

4. Explain why CHC's marketing plan can have an impact on the size of the facilities the 
club needs. 

5. CHC expects total expenses of $142,000 in the first year. It will set the membership fee 
at $500 and expects to attract 300 members in its first year. It could rent another unit for 
an extra $12,000 per year. The extra unit may attract additional members because of 
the added space. Determine CHC's earnings before taxes in the first year if this extra 
unit is rented and results in: 

a) A total of 314 memberships in the first year. 

b) A total of 320 memberships in the first year. 

c) If the unitwill result in 320 memberships in the first year, would you recommend 
that CHC rent the unit? 

6. How can the quality of the service provided by CHC be measured? 

7. How should CHC decide what factors to assess when monitoring the quality of the ser¬ 
vices that it provides? 

8. Assume that CHC's members view five key characteristics as important. Can Sue Kramer 
monitor quality by monitoring the average rating of those five characteristics? Or 
should she monitor the rating of each individual characteristic? Explain. 

9. CHC uses the marketing function to identify health club services that will generate 
memberships. It then produces the health club services that it believes are desired by 
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potential members. Explain how CHC's focus on quality is related to production and 
marketing. 

10. Recall that CHC expects total expenses of $ 142,000 (operating expenses = $ 138,000 
and interest expenses = $4,000) in the first year. It will set its membership fee at $500 
and expects to attract 300 members in its first year. Determine the number of member¬ 
ships at which CHC will break even under the following conditions: 

a) Under prevailing conditions in which the expected total operating expenses are 
$138,000. 

b) Operating expenses are $146,000 and interest expenses are $4,000. 

c) Operating expenses are $142,000 and interest expenses are $4,000. 

d) Explain the relationship between the total expenses and the break-even level 
of memberships. How would the break-even level be affected if Sue had rented 
a smaller facility for her health club? What would be a disadvantage of a smaller 
facility? 

11. A health club differs from manufacturing firms in that it produces a service rather than 
products. Explain the similarity between the quality control of a service versus a prod¬ 
uct. Are there any differences between the quality control of a service versus a product? 


Investing in a Business 


Using the annual report of the firm in which you would 
like to invest, complete the following: 

Questions 

Describe (in general terms) the firm's production 
process. What products are produced? Where are 
the production facilities located? Are the facilities 
concentrated in one location or scattered? 

Q Have the firm's operations been restructured in re¬ 
cent years to improve efficiency? If so, how? 

Does your firm need to consider labor supply issues 
when selecting a site? 

Q Explain how the business uses technology to pro¬ 
mote its production management function. For ex¬ 


ample, does it use the Internet to provide informa¬ 
tion about its production management function? 
Does it provide information regarding the methods 
used to control production? 

Q Does the firm appear to pay attention to customer 
satisfaction? Explain. 

Q Has the firm improved the quality of its products 
or services in recent years? If so, how? 

Go to http://hoovers.com and locate the NEWS 
SEARCH. Type in the name of the firm in the 
space provided, and review the recent news stories 
about the firm. Summarize any (at least one) re¬ 
cent news story about the firm that applies to one 
or more of the key concepts in this chapter. 


Case: Selecting the Best Plant Site 


Richard Capozzi, an entrepreneur in the high-fashion 
Italian shoe industry, is planning to relocate his manu¬ 
facturing operation to the western part of the United 
States. He is currently considering two different loca¬ 
tions. One possible location is outside Los Angeles, and 
the other is in Oklahoma City. 

In analyzing the plant site decision, he is considering 
several factors. The cost of land is high in Los Angeles. 
However, local government officials are willing to make 
tax concessions. This plant location is accessible to trans¬ 
portation; a railroad is adjacent to the plant and an 
eight-lane interstate is close. Capozzi has identified the 


West Coast region as his target market for this type of 
shoe. An artist by trade, he has developed a unique de¬ 
sign that should create mass-market appeal in this geo¬ 
graphic area. 

The Oklahoma City location has several advantages. 
Land cost is lower than in Los Angeles. Also, a large 
supply of trained labor is available in this region. 

Another key consideration Capozzi must deal with is 
raw material availability. The raw material is imported 
from Italy and is received at the port of entry in Los An¬ 
geles. If the operation were located in Oklahoma City, 
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additional ground transportation would be necessary. 
Transportation costs would, therefore, be lower for the 
Los Angeles plant, a fact that weighs heavily in Capozzi's 
decision. 

Questions 

Q What will influence the plant site decision for 
Capozzi, and which alternative appears to be 
optimal? 

Q How can each relative factor be rated or evaluated 
to determine the optimal plant location? 


Q How should the decision regarding plant layout 
and design be determined? 

Q What resources will Capozzi need to implement 
the production plan? 

Q Describe the techniques for assessing quality 
and explain how they might apply to a shoe 
manufacturer. 

Q Do you think this particular type of operation 
could benefit from economies of scale? Explain. 


Video Case: Quality Control at Canondale 


Canondale is a bicycle manufacturing firm that makes 
high-end lightweight road, recreational, and mountain 
bikes as well as riding apparel. Total quality manage¬ 
ment (quality control) and rigorous quality standards 
are essential to Canondale. Quality control takes place 
through a testing lab, which does frame impact tests 
and structural and performance testing to meet French, 
British, and ISO standards and obtains data used to 
evaluate the strength of the bikes. 

Quality control is not limited to the lab, however. 
Quality is built into the bicycles by the workers rather 
than through a specific quality control manager inspect¬ 
ing the bikes. Control at the organization is generally 
decentralized. Employees on the assembly line are em¬ 
powered to pull bikes off the assembly line if they see a 
defect. This streamlines operations by building quality 
control into every bicycle made. To increase quality 


control and to keep dealers happy, assembly is done 
in-house. The bikes are assembled in the United States 
very close to the designers, so that the production 
managers and designers can share a common culture 
and communicate effectively. For more information 
about Canondale, visit its website at http://www 
.cannondale.com/bikes/index.html. 

Questions 

[g Why does Canondale's survival depend on its in¬ 
novation and quality control? 

Why is it important for Canondale to meet inter¬ 
national standards when making its bikes? 

Q Why is it an advantage to have assembly done 
very close to the design center? 


Internet Applications 


1. http://www.iso.org/iso/en/ISOOnline.frontpage 

What are ISO standards? How might a firm benefit 
from meeting ISO standards? How would a firm go 
about becoming ISO compliant? 

2. http://www.bmpcoe.org 

What are best manufacturing processes? Click on "web 
technologies." What is a Collaborative Work Environ¬ 


ment, and how does Internet technology enable it to 
work? 

3. http://manufacturing.stanford.edu 

Click on "How Everyday Things Are Made." How do 
manufacturing processes differ for airplanes, automo¬ 
biles, clothes, and candy? How are they similar? 


Dell's Secret to Success 


DOLL 


Go to http://www.reportgallery.com and review Dell's 
most recent annual report. Also, go to Dell's website 
(http://www.dell.com) and in the section "about Dell," 
review the background material about Dell that relates 
to this chapter. 


Questions 

^ Describe Dell's goals regarding quality. 

Q How does Dell monitor quality? 

Q How does customer satisfaction relate to Dell's 
quality control? 
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True or False 

1. A work station is an area in which one or more em¬ 
ployees is assigned a specific task. 

2. Design and layout decisions will have an impact on 
operating expenses. 

3. A fixed-position layout is commonly used for 
assembly-line production. 

4. Hotelling represents the sequence of tasks neces¬ 
sary to complete the production of a product. 

5. A firm uses outsourcing so that it can hire additional 
employees. 

6. The term "just-in-time" refers to a schedule that illus¬ 
trates the expected timing for each task within a 
project. 

7. Inventories of partially completed products are 
called work-in-process. 

8. The critical path is the path that takes the shortest 
time to complete on a PERT diagram. 

9. Quality control can be measured by assessing the 
various characteristics that enhance customer 
satisfaction. 

10. Downsizing has enabled firms to reduce the 
amount of salary expense required. 


Multiple Choice 

11. The goal of_is to develop an efficient, high- 

quality process for producing products or services. 

a) conversion management 

b) assembly-line control 

c) flexible manufacturing 

d) production management 

e) routing 

12. A_represents a series of tasks in which re¬ 

sources are used to produce a product or service. 

a) layout chart 

b) Venn diagram 

c) organization chart 

d) production process 

e) chain of command 

13. A sequence of work stations in which each work sta¬ 
tion is designed to cover specific phases of the pro¬ 
duction process is called a(n): 

a) assembly line. 

b) hotelling. 

c) deintegration. 

d) product location. 

e) Gantt chart. 

14. The factors that affect a site decision include all of 
the following except: 

a) cost of workplace space. 

b) tax incentives. 

c) source of demand. 

d) access to transportation. 

e) quality assurance. 
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15. Once a site for the manufacturing plant is chosen, 
the next step to be determined is: 

a) design and layout. 

b) production control. 

c) hotelling. 

d) deintegration. 

e) inventory control. 

16. All of the following characteristics influence design 
and layout decisions except the: 

a) production process. 

b) desired production capacity. 

c) product line. 

d) purchasing applications. 

e) site. 

17. Which of the following production processes 
is most commonly used for assembly-line 
production? 

a) flexible manufacturing 

b) fixed-position layout 

c) product layout 

d) capacity layout 

e) cost-benefit layout 

18. A production process where employees go to the 
position of the product, rather than waiting for the 
product to come to them, is a(n): 

a) assembly line. 

b) batch process. 

c) fixed-position layout. 

d) unit production process. 

e) mass production process. 

19. Firms are forced to search for new sites once 
demand for their product exceeds their: 

a) quality control. 

b) production capacity. 

c) inspection requirements. 

d) routing schedules. 

e) purchase plans. 


20. The development of temporary, shared office 
space for those employees who normally work 
at home is called: 

a) flexible manufacturing. 

b) deintegration. 

c) production control. 

d) hotelling. 

e) quality control. 

21. All of the following are key tasks in production con¬ 
trol except: 

a) layout and design. 

b) inventory control. 

c) routing. 

d) scheduling. 

e) quality control. 

22. A company that makes use of a(n)_can de¬ 

tect the existing level of supplies and automatically 
reorder when supplies fall to a specific level. 

a) e-procurement system 

b) e-inventory system 

c) e-outsourcing system 

d) e-purchasing system 

e) e-business system 

23. A strategy of delegating some production tasks 
to suppliers is referred to as: 

a) routing. 

b) dispatching. 

c) deintegration. 

d) quality assurance. 

e) hotelling. 

24. A system that attempts to reduce material invento¬ 
ries to a bare minimum by frequently ordering 
small amounts of materials from suppliers is called: 

a) routing. 

b) just-in-time. 

c) scheduling. 

d) quality control. 

e) deintegration. 
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25. The process of managing inventory at a level that 
minimizes costs is called: 

a) scheduling. 

b) routing. 

c) dispatching. 

d) production planning. 

e) inventory control. 

26. Firms attempt to minimize the amount of inventory 
they have in order to reduce their: 

a) purchasing costs. 

b) production costs. 

c) carrying costs. 

d) quality control. 

e) human resources. 

27. The sequence of tasks necessary to complete the 
production of a product is: 

a) dispatching. 

b) quality control. 

c) purchasing. 

d) routing. 

e) deintegration. 

28. The act of setting time periods for each task in the 
production process is called: 

a) routing. 

b) scheduling. 

c) inventory control. 

d) dispatching. 

e) quality control. 

29. A method of scheduling tasks that illustrates the 
expected timing for each task within the produc¬ 
tion process is a(n): 

a) Venn diagram. 

b) Gantt chart. 

c) MRP system. 

d) just-in-time system. 

e) production plan. 


30. To minimize delays, the tasks that are part of the 
_are reviewed. 

a) purchasing applications 

b) Gantt chart 

c) critical path 

d) raw material inventory 

e) hotelling 

31. Which of the following terms describes the process 
of monitoring the characteristics of a product to 
ensure that the firm's standards are met? 

a) expectation downsizing 

b) quality control 

c) critical path management 

d) program evaluation and review technique 

e) work-in-process control 

32. A method of evaluating performance by compari¬ 
son to some specified level, usually a level set by 
another company, is called: 

a) cost control. 

b) total quality management. 

c) targeting. 

d) benchmarking. 

e) goal setting. 

33. Through_firms achieve a lower average cost 

per unit by producing a larger volume. 

a) inventory management 

b) per unit expense control 

c) economies of scale 

d) deintegration 

e) effective marketing 

34. At the break-even point: 

a) the number of units produced equals the 
number of units sold. 

b) economies of scale fail. 

c) the company begins to lose money. 

d) fixed costs equal variable costs. 

e) total revenue equals total cost. 
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35. The revision of the production process in an 
attempt to improve efficiency is called: 

a) restructuring. 

b) realignment. 

c) reintegration. 

d) downsizing. 

e) reengineering. 


36. The supply chain is: 

a) the flow of inventory from raw materials to 
finished goods. 

b) the outsourcing process from supplier to firm. 

c) the marketing process from concept to 
consumption. 

d) the production process from beginning to con¬ 
sumer purchase. 

e) the conversion of resources to a product 
or service. 
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Developing a Management and Production Plan 
for Campus.com 

Strategic and Tactical Plans (related to Chapter 7) 

Develop a strategic plan for Campus.com, and explain what tactical plans would 
be consistent with the strategic plan. Insert these plans into your business plan for 
Campus.com. 

Organizational Structure (related to Chapter 8) 

Given the nature of Campus.corn's business, what job positions are needed? Include 
these positions in your business plan for Campus.com. You (or your team) are respon¬ 
sible for overseeing Campus.com and therefore are the top management of the firm. 
Do not focus on which members of your team would take each position. Instead focus 
on identifying the positions needed. 

Productivity and Quality (related to Chapter 9) 

In your business plan for Campus.com, describe the production process used to pro¬ 
duce its service. Also, describe how the service will change and how Campus.com 
might create an efficient system for continued revisions of the service it provides. 

How can Campus.com maintain the quality of the service it provides? Include an 
explanation of how the firm will assure quality control in your business plan. 

Communication and Teamwork 

You (or your team) may be asked by your instructor to hand in and/or present the 
part of your business plan that is related to this part of the text. 


Integrative Video Case: Quality Control (Ping Golf) 



Ping Golf is a manufacturer of golf clubs located in Phoenix. The company has about 
900 employees. Ping strives to be the leader in everything in its industry, including 
service. Ping's employees work for the company because of its commitment to great¬ 
ness, achieving the best, and finding perfection. 

Questions 

Q Explain how quality control can be used as a marketing tool in Ping's case. 
j| Why might quality control affect the amount of financing that is needed? 

Q How do the job responsibilities at Ping Golf relate to the company's efforts to 
achieve perfection and quality control? 
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The Stock Market Game 

Check the performance of your investment. 

Check Your Performance 

Q What is the value of your stock investment today? 

Q What is your return on your investment? (The website shows the value of the re¬ 
turn in dollars and as a percentage of your investment.) 

Q How does your return compare to those of other students? (This comparison tells 
you whether your stock portfolio's performance is relatively high or low.) 

Explaining Your Stock Performance 

Stock prices are frequently influenced by changes in the firm's management, including 
changes in the chief executive officer or other high-level managers, the organizational 
structure, or the production process. A stock's price may rise if such management 
changes are made and investors expect that the changes will improve the performance 
of the firm. A stock's price can also decline if the managerial changes are expected to 
reduce the firm's performance. Review the latest news about your stock. 

|| Determine whether specific managerial changes caused the stock price to change. 

Q Did your stock's price increase or decrease in response to the announcement of 
managerial changes? 

Running Your Own Business 

Q Describe the strategic plan of your business. In this plan, state the business oppor¬ 
tunities that exist and the general direction your business will take to capitalize on 
those opportunities. 

Q Explain in detail how your business will operate to achieve your strategic plan. 

Q Describe the organizational structure of your business. 

Q Provide an organization chart and describe the responsibilities of any employees 
whom you plan to hire. 

Q How might this structure change as the business grows? 

Q Describe the production process of your business. That is, describe the tasks that 
are required to produce your product or service. Indicate the number of employ¬ 
ees required and describe other resources (such as machinery) that are needed for 
production. 

Q Describe the facilities needed for production. Will your business require that you 
rent space in a shopping mall? Describe in general terms the design and layout of 
the facilities. 

Q Estimate the rent expense during the first year for the facilities needed for your 
business. Also, estimate (if possible) the annual utility expense (such as electricity) 
for your business facilities. 

Q Describe how your business can ensure (a) customer satisfaction, (b) the quality 
of the product or service you plan to produce, and (c) that customers are treated 
properly by any employees that you hire. 
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[Q Describe how technology will enable you to improve the quality of the product 
or service you plan to produce. Explain how your production or customer service 
may possibly improve over time as a result of technology. 

Q Discuss how economies of scale relate to your business. 

Q Explain how your business could use the Internet to give customers an opportu¬ 
nity to provide feedback to management. 


Your Career in Business! Pursuing a Major and a Career 

in Management 



If you are very interested in the topics covered in this section, you may want to con¬ 
sider a major in Management. Some of the courses commonly taken by Management 

majors are summarized here. 

Common Courses For Management Majors 

► Organizational Behavior —Provides a broad overview of key managerial func¬ 
tions, such as organizing, motivating employees, planning, controlling, and 
teamwork. 

► Management Environment —Focuses on the environment in which managers 
work and the responsibilities of managers to society and to regulators. 

► Human Resource Management —Focuses on the processes of hiring, training, 
evaluating performance, and compensating employees. 

► Labor Relations —Examines the labor contract relationships among managers, 
subordinates, and unions; also covers the process of negotiating. 

► Management Strategy —Focuses on the competitive environment faced by a firm 
and strategies used by a firm's managers to increase its growth or improve its 
performance. 

► Management Systems —Focuses on the use of computer software and systems to 
facilitate decision making. 

► Entrepreneurship —Deals with the creation of business ideas, methods of grow¬ 
ing a small business, and the challenges of competing with larger firms. 

► Operations Management —Examines the resources used in the production pro¬ 
cess, the plant site and layout decisions, alternative production processes, and 
quality control. 
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Careers in Management 

Information about job positions, salaries, and careers for students who major in Man¬ 
agement can be found at the following websites: 

► Job position websites: 

http://jobsearch.monster.com Administrative and Support Services, 

Consulting Services, Human Resources, 
Manufacturing, and Production. 

http://careers.yahoo.com Management Consulting, Management 

Operations, Retail, Restaurant/ 

Food Service, Technology, 
and Transportation. 

► Salary website: 

http://collegejournal.eom//salarydata Consulting, Hotel and Restaurant Man¬ 
agement, Human Resources, Logistics, 
Manufacturing, and Retailing. 



Part IV 

Managing employees 




W hereas Part III fo¬ 
cused on organiza¬ 
tional structure and 
production, Part IV focuses on 
human resources (employees), 
another critical component of 
management. Part IV contains 
two chapters that explain how 
managers can improve the per¬ 
formance of their employees. 
Chapter 10 describes the meth¬ 
ods that can be used to motivate 
employees. Motivation may be 
necessary for many employees 
to perform well. To the extent 
that managers can effectively 
motivate employees, they can 
improve the performance of em¬ 
ployees and therefore increase 
the performance of the firm. 


Chapter 11 explains the 
proper methods for hiring, train¬ 
ing, and evaluating the perfor¬ 
mance of employees. Proper 
hiring methods ensure that em¬ 
ployees have the right back¬ 
ground for the types of jobs they 
may be assigned. Proper train¬ 
ing enables employees to apply 
their skills to perform specific 
tasks. Proper evaluation methods 
ensure that employees are re¬ 
warded when they perform well 
and that they are informed of any 
deficiencies so that they can cor¬ 
rect them in the future. If man¬ 
agers can use these methods 
effectively, they should be able to 
improve the firm's performance. 


Motivating 
Employees 
(Chapter 10) 


Hiring, 

Training, and 
Evaluating 
Employees 
(Chapter 11) 



— 
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Chapter 10 

Motivating 

Employees 

Chapter 

Hiring, Training, 
and Evaluating 
Employees 
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Motivating Employees 


A firm has a strategic plan that 
identifies opportunities and indi¬ 
cates the future direction of the 
firm's business. When the firm de¬ 
velops strategies to achieve the 
strategic plan, it relies on its man¬ 
agers to utilize employees and 
other resources to make the strate¬ 
gies work. Consider the situation 
of Players Company, which pro¬ 
duces and sells sporting goods. Its 
performance is highly dependent 
on the efforts of its employees. 
Players Company must decide: 

► What possible methods could it 
use to motivate its employees. 


► What type of motivation will 
be most effective. 

► How it can ensure that its em¬ 
ployees are satisfied with their 
jobs. 

► How motivation can improve 
its value. 

If Players Company can success¬ 
fully motivate its employees, it 
benefits in two ways. First, if the 
employees are motivated to work, 
they will accomplish more tasks, 
and Players will need fewer em¬ 
ployees. Second, if its salespeople 
are motivated to sell sporting 


goods, Players, sales volume, and 
therefore its revenue, will be 
higher. If Players Company can 
ensure that its employees are 
satisfied with their jobs, it will be 
able to retain employees for a 
longer period of time and will re¬ 
duce the expenses associated with 
training new employees. 

The types of decisions described 
above are necessary for all busi¬ 
nesses. This chapter explains how 
firms can motivate and satisfy em¬ 
ployees in a manner that maxi¬ 
mizes the firm's value. 
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i 


Explain how motivating 
employees can increase 
the value of a firm. 


The Value of Motivation 


Many businesses are successful not just because of their business ideas, but 
also because of their employees. But employees need to be motivated as 
well as to have the proper skills to do their jobs. Employees at some firms 
have adequate skills for their jobs, but they lack the motivation to perform 
well. Consequently, these employees offer only limited help in the pro¬ 
duction process. 

Some firms believe that if they can hire people who are naturally 
motivated, the employees will perform well in the workplace, but this 
will not always happen. Although some people naturally make more of an 
effort to perform well, they will still need a work environment that moti¬ 
vates them. 

Consider Anna and Marie, who are equally intelligent and tend to ex¬ 
ert the same amount of effort in the workplace. Anna and Marie are hired 
by two different firms in the same industry for the same type of job. They 
work the same number of hours and receive the same salary, but their 
workplaces differ as follows: 


Firm A Firm B 

(which hires Anna) (which hires Marie) 


Employee work interaction Frequent Seldom 


Employee social interaction Frequent Seldom 


Input provided by managers 
to employees 

Frequent 

Seldom 

Input requested from employees 
by managers 

Frequent 

Seldom 


Given these conditions, Anna will be much more motivated to perform 
well than Marie. If Anna and Marie swap jobs, Marie will now be much 
more motivated than Anna. The point is that the firm has a major influ¬ 
ence on the motivation of the employees. To the extent that a firm can mo¬ 
tivate its employees, it can increase the productivity of each employee. 
Consequently, it can achieve a higher production level with a given num¬ 
ber of employees, which results in higher profits. 

How does a firm motivate its employees? There is no single motiva¬ 
tional tool that works perfectly for all employees. The ideal form of moti¬ 
vation may vary among employees. Some of the more popular theories of 
motivation are described next. These theories can be useful for determin¬ 
ing the advantages and limitations of various types of motivation. 
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Decision Making 


2 


Describe the theories 
on motivation. 


job satisfaction 

the degree to which employees are 
satisfied with their jobs 


Responding to a Lack of Motivation 

P layers Company (described in the introduction to the chapter) produces and sells sport¬ 
ing goods. Last year it hired eight recent college graduates for various entry-level mana¬ 
gerial positions. Each person was a business major with a high grade-point average and 
very strong letters of recommendation. All of the new hires reported to Joel Kemp. All of 
them quit their jobs within a year of being hired. Paula Powell, the vice-president of human 
resources, was shocked that all the new hires quit, so she contacted them to learn their 
reasons for quitting.They offered different reasons, but all the reasons reflected a lack 
of motivation. When Paula told Joel Kemp about these responses, he replied, "We paid 
them well.That should be enough motivation." Paula Powell decides that some changes 
will be necessary to motivate new employees before Players Company hires any more 
people. 

1. Do you think that the eight entry-level managers would have been more motivated if 
they had received higher salaries? 

2. Joel Kemp suggests that after Players Company hires its next batch of entry-level man¬ 
agers, it should consider hiring a motivational speaker for one day to make a motiva¬ 
tional speech. Do you think that this would motivate the entry-level managers? 

ANSWERS: 1. No. A higher salary will not substitute for a workplace that motivates employees. 2. No. A motivational speech 
will not be effective if the workplace does not motivate employees. 


Theories on Motivation 


The motivation of employees is influenced by job satisfaction, or the de¬ 
gree to which employees are satisfied with their jobs. Firms recognize the 
need to satisfy their employees, as illustrated by the following statements 
from recent annual reports: 

“You will see a greater focus on employee satisfaction ... which will lead us to 
higher quality, better growth, and improved profitability." 

— Kodak 

" Bethlehem's success ultimately depends on the skill, dedication, and support 
of our employees ." 

— Bethlehem Steel 

Since employees who are satisfied with their jobs are more motivated, 
managers can motivate employees by ensuring job satisfaction. Some of 
the more popular theories on motivation are summarized here, followed 
by some general guidelines that can be used to motivate workers. 

Hawthorne Studies 

In the late 1920s, researchers studied workers in a Western Electric Plant 
near Chicago to identify how a variety of conditions affected their level of 
production. When the lighting was increased, the production level in¬ 
creased. Yet the production level also increased when the lighting was re¬ 
duced. These workers were then subjected to various break periods; again, 
the production level increased for both shorter breaks and longer breaks. 
One interpretation of these results is that workers become more motivated 
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hierarchy of needs 

needs are ranked in five general 
categories. Once a given category 
of needs is achieved, people be¬ 
come motivated to reach the next 
category. 

physiological needs 

the basic requirements for survival 

safety needs 

job security and safe working 
conditions 


Exhibit 10.1 

Summary of the Hawthorne 
Studies 


Exhibit 10.2 

Maslow's Hierarchy of Needs 


when they feel that they are allowed to participate. Supervisors may be 
able to motivate workers by giving them more attention and by allowing 
them to participate. These Hawthorne studies, which ignited further re¬ 
search on motivation, are summarized in Exhibit 10.1 and suggest that hu¬ 
man relations can affect a firm's performance. 

Maslow's Hierarchy of Needs 

In 1943, Abraham Maslow, a psychologist, developed the hierarchy of 
needs theory. This theory suggests that people rank their needs into five 
general categories. Once they achieve a given category of needs, they be¬ 
come motivated to reach the next category. The categories are identified 
in Exhibit 10.2, with the most crucial needs on the bottom. Physiological 
needs are the basic requirements for survival, such as food and shelter. 
Most jobs can help achieve these needs. 

Once these needs are fulfilled, safety needs (such as job security and 
safe working conditions) become the most immediate goal. Some jobs sat- 


Condition 


Result 


Experiment 


Conclusion 




Maximization of potential 


Respect, prestige, recognition, power 


Social interaction, acceptance by others 


Job security, safe working conditions 


Food, shelter, clothing 
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social needs 

the need to be part of a group 


esteem needs 

respect, prestige, and recognition 


self-actualization 

the need to fully reach one's 
potential 


isfy these needs. People also strive to achieve social needs, or the need to 
be part of a group. Some firms attempt to help employees achieve their so¬ 
cial needs, either by grouping workers in teams or by organizing social 
events after work hours. People may also become motivated to achieve 
esteem needs, such as respect, prestige, and recognition. Some workers 
may achieve these needs by being promoted within their firms or by re¬ 
ceiving special recognition for their work. The final category of needs is 
self-actualization, which represents the need to fully reach one's potential. 
For example, people may achieve self-actualization by starting and suc¬ 
cessfully running a specific business that fits their main interests. 

The hierarchy of needs theory can be useful for motivating employees 
because it suggests that different employees may be at different places in 
the hierarchy. Therefore, their most immediate needs may differ. If man¬ 
agers can identify employees' needs, they will be better able to offer re¬ 
wards that motivate employees. 


Herzberg's Job Satisfaction Study 

In the late 1950s, Frederick Fferzberg surveyed 200 accountants and engi¬ 
neers about job satisfaction. Herzberg attempted to identify the factors that 
made them feel dissatisfied with their jobs at a given point in time. He also 
attempted to identify the factors that made them feel satisfied with their 
jobs. His study found the following: 


Common Factors Identified 
by Dissatisfied Workers 

Common Factors Identified 
by Satisfied Workers 

Working conditions 

Achievement 

Supervision 

Responsibility 

Salary 

Recognition 

Job security 

Advancement 

Status 

Growth 


Employee job satisfaction 
can increase when social 
interaction is allowed 
in the workplace. 
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hygiene factors 

work-related factors that can 
fulfill basic needs and prevent job 
dissatisfaction 

motivational factors 

work-related factors that can lead 
to job satisfaction and motivate 
employees 


Employees become dissatisfied when they perceive work-related fac¬ 
tors in the left column (called hygiene factors) as inadequate. Employees 
are commonly satisfied when the work-related factors in the right column 
(called motivational factors) are offered. 

Herzberg's results suggest that factors such as working conditions and 
salary must be adequate to prevent workers from being dissatisfied. Yet 
better-than-adequate working conditions and salary will not necessarily 
lead to a high degree of satisfaction. Instead, a high degree of worker satis¬ 
faction is most easily achieved by offering additional benefits, such as re¬ 
sponsibility. Thus, if managers assign workers more responsibility, they 
may increase worker satisfaction and motivate the workers to be more pro¬ 
ductive. Exhibit i0.3 summarizes Herzberg's job satisfaction study. 

Notice how the results of Herzberg's study correspond with the results 
of Maslow's hierarchy. Herzberg's hygiene factors generally correspond 
with Maslow's basic needs (such as job security). This suggests that if hy¬ 
giene factors are adequate, they fulfill some of workers' more basic needs. 
Fulfillment of these needs can prevent dissatisfaction as employees become 
motivated to achieve a higher class of needs. Herzberg's motivational fac¬ 
tors (such as recognition) generally correspond with Maslow's more ambi¬ 
tious hierarchy needs. 

Several U.S. firms, including Ford Motor Company, have implemented 
workshops to stress teamwork and company loyalty. These workshops 
build self-esteem by focusing on employees' worth to the company. In this 
way, the workshops may enable employees to achieve a higher class of 
needs, thereby increasing job satisfaction. 


McGregor's Theory X and Theory Y 

Another major contribution to motivation was provided by Douglas Mc¬ 
Gregor, who developed Theory X and Theory Y. Each of these theories rep- 


Exhibit 10.3 

Summary of Herzberg's 
Job Satisfaction Study 


Degree of Job 
Satisfaction 








































































CHAPTER 10 


MOTIVATING EMPLOYEES 369 


expectancy theory 

holds that an employee's efforts 
are influenced by the expected 
outcome (reward) for those efforts 

Exhibit 10.4 

Summary of McGregor's 
Theories X and Y 


resents supervisors' possible perception of workers. The views of Theories 
X and Y are summarized as follows: 


Theory X 

TheoryY 

Employees dislike work and job 
responsibilities and will avoid 
work if possible. 

Employees are willing to work 
and prefer more responsibility. 


The way supervisors view employees can influence the way they treat 
the employees. Supervisors who believe in Theory X will likely use tight 
control over workers, with little or no delegation of authority. In addi¬ 
tion, employees will be closely monitored to ensure that they perform 
their tasks. Conversely, supervisors who believe in Theory Y will dele¬ 
gate more authority because they perceive workers as responsible. These 
supervisors will also allow employees more opportunities to use their 
creativity. This management approach fulfills employees' needs to be re¬ 
sponsible and to achieve respect and recognition. Consequently, these em¬ 
ployees are likely to have a higher level of job satisfaction and therefore to 
be more motivated. 

Exhibit f 0.4 provides a summary of Theories X and Y. Most employees 
would prefer that their supervisors follow Theory Y rather than Theory X. 
Nevertheless, some supervisors may be unable to use Theory Y in specific 
situations, when they are forced to retain more authority over employees 
rather than delegate responsibility. 

Theory Z 

In the 1980s, a new theory on job satisfaction was developed. This theory, 
called Theory Z, was partially based on the Japanese style of allowing all 
employees to participate in decision making. Participation can increase job 
satisfaction because it gives employees responsibility. Job descriptions tend 
to be less specialized, so employees develop varied skills and have a more 
flexible career path. To increase job satisfaction, many U.S. firms have be¬ 
gun to allow employees more responsibility. 

Expectancy Theory 

Expectancy theory suggests that an employee's efforts are influenced by 
the expected outcome (reward) for those efforts. Therefore, employees will 
be more motivated to achieve goals if they are achievable and offer some 
reward. 


Theory 


Theory 

X 


Theory 

Y 


Supervisors' 
View of Employees 


Implications 
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Self-Scoring Cxercise 

The Frazzle Factor 

Read each of the following statements, and rate yourself on a scale 
of 0 to 3, giving the answer that best describes how you generally feel 
(3 points for always, 2 points for often, 1 point for sometimes, and 
0 points for never). Answer as honestly as you can, and do not spend 
too much time on any one statement. 

Am I Angry? 

_ 1. I feel that people around me make too many irritating 

mistakes. 

_ 2. I feel annoyed because I do good work or perform well in 

school, but no one appreciates it. 

_ 3. When people make me angry, I tell them off. 

_ 4. When I am angry, I say things I know will hurt people. 

_ 5. I lose my temper easily. 

_ 6. I feel like striking out at someone who angers me. 

_ 7. When a co-worker or fellow student makes a mistake, I tell him 

or her about it. 

_ 8. I cannot stand being criticized in public. 

Am I Overstressed? 

_ 1. I have to make important snap judgments and decisions. 

_ 2. I am not consulted about what happens on my job or in my 

classes. 

_ 3. I feel I am underpaid. 

_ 4. I feel that no matter how hard I work, the system will mess 

it up. 

_ 5. I do not get along with some of my co-workers or fellow 

students. 

_ 6. I do not trust my superiors at work or my professors at school. 

_ 7. The paperwork burden on my job or at school is getting to me. 

_ 8. I feel people outside the job or the university do not respect 

what I do. 

Scoring 

To find your level of anger and potential for aggressive behavior, add 
your scores from both quiz parts. 

40-48: The red flag is waving, and you had better pay attention. You are 
in the danger zone. You need guidance from a counselor or mental 
health professional, and you should be getting it now. 

30-39:The yellow flag is up. Your stress and anger levels are too high, 
and you are feeling increasingly hostile. You are still in control, but it 
would not take much to trigger a violent flare of temper. 

10-29: Relax, you are in the broad normal range. Like most people, you 
get angry occasionally, but usually with some justification. Sometimes 
you take overt action, but you are not likely to be unreasonably or exces¬ 
sively aggressive. 

0-9: Congratulations! You are in great shape. Your stress and anger 
are well under control, giving you a laid-back personality not prone to 
violence. 


As an example, consider a 
firm that offers the salesperson 
who achieves the highest vol¬ 
ume of annual sales a one-week 
vacation in Paris. This type of 
reward will motivate employees 
only if two requirements are ful¬ 
filled. First, the reward must be 
desirable to employees. Second, 
employees must believe they 
have a chance to earn the re¬ 
ward. If the firm employs 1,000 
salespeople, and only one re¬ 
ward is offered, employees may 
not be motivated because they 
may perceive that they have 
little chance of being the top 
salesperson. Motivation may be 
absent even in smaller groups if 
all employees expect that a par¬ 
ticular salesperson will generate 
the highest sales volume. 

Motivational rewards are 
more difficult to offer for jobs 
where output cannot easily be 
measured. For example, employ¬ 
ees who repair the firm's ma¬ 
chinery or respond to customer 
complaints do not contribute to 
the firm in a manner that can 
be easily measured or compared 
with other employees. Never¬ 
theless, their performance may 
still be measured by customer 
satisfaction surveys or by various 
other performance indicators. 


Equity Theory 

The equity theory of motiva¬ 
tion suggests that compensa¬ 
tion should be equitable, or in 
proportion to each employee's 
contribution. As an example, 
consider a firm with three em¬ 
ployees: Employee 1 contributes 
50 percent of the total output. 
Employee 2 contributes 30 per¬ 
cent, and Employee 3 con¬ 
tributes 20 percent. Assume 
that the firm plans to allocate 
$100,000 in bonuses based on 
the relative contributions of each 
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equity theory 

suggests that compensation should 
be equitable, or in proportion to 
each employee's contribution 


reinforcement theory 

suggests that reinforcement can 
influence behavior 

positive reinforcement 

motivates employees by providing 
rewards for high performance 


employee. Using the equity theory the $100,000 would be allocated as 
shown in Exhibit 10.5. 

If employees believe that they are undercompensated, they may re¬ 
quest greater compensation. If their compensation is not increased, em¬ 
ployees may reduce their contribution. Equity theory emphasizes that 
employees can become dissatisfied with their jobs if they believe that they 
are not equitably compensated. 

Supervisors may prevent job dissatisfaction by attempting to provide 
equitable compensation. A problem, however, is that the supervisor's per¬ 
ception of an employee's contribution may differ from that of the em¬ 
ployee. If a firm can define how employee contributions will be measured 
and compensate accordingly, its employees will be better satisfied and 
more motivated. 

Reinforcement Theory 

Reinforcement theory, summarized in Exhibit 10.6, suggests that re¬ 
inforcement can influence behavior. Positive reinforcement motivates 
employees by providing rewards for high performance. The rewards can 


Exhibit 10.5 

Example of Equity Theory 


Assumed Contribution of Each Allocation of Annual 

Employee to the Firm's Output Compensation of $100,000 


Employee 1 
50% 



Employee 1 = 50% 

of $100,000 or $50,000 



Employee 3 
20 % 


Employee 2 
30% 


Employee 3 = 20% 

of $100,000 or 
$ 20,000 


Employee 2 = 30% 

of $100,000 or 
$30,000 


Exhibit 10.6 

Summary of Reinforcement 
Theory 
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negative reinforcement 

motivates employees by en¬ 
couraging them to behave in a 
manner that avoids unfavorable 
consequences 


To increase job satisfaction, 
managers give employees 
more responsibility and more 
opportunity to participate in 
decision making. 


range from an oral compliment to a promotion or large bonus. Employees 
may react differently to various forms of positive reinforcement. The more 
they appreciate the form of reinforcement, the more they will be moti¬ 
vated to continue high performance. 

Negative reinforcement motivates employees by encouraging them to 
behave in a manner that avoids unfavorable consequences. For example, 
employees may be motivated to complete their assignments today to avoid 
having to admit the delay in a group meeting or to avoid negative evalua¬ 
tions by their supervisors. 

Various forms of negative reinforcement can be used, ranging from a 
reprimand to job termination. Some supervisors may prefer to consistently 
offer positive reinforcement for high performance rather than penalize for 
poor performance. However, offering positive reinforcement for all tasks 
that are adequately completed may be difficult. Furthermore, if an em¬ 
ployee who has performed poorly is not given negative reinforcement, 
others may think that employee was given preferential treatment, and 
their general performance may decline as a result. 

Motivational Guidelines Offered by Theories 

If supervisors can increase employees' job satisfaction, they may motivate 
employees to be more productive. All of the theories on motivation are 
briefly summarized in Exhibit 10.7. Based on these theories, some general 
conclusions can be offered on motivating employees and providing job 
satisfaction: 

1. Employees commonly compare their compensation and perceived 
contribution with others. To prevent job dissatisfaction, supervisors 
should ensure that employees are compensated for their contributions. 

2 . Even if employees are 
offered high compen¬ 
sation, they will not 
necessarily be very 
satisfied. They have 
other needs as well, 
such as social needs, 
responsibility, and self¬ 
esteem. Jobs that can 
fulfill these needs may 
provide satisfaction 
and therefore provide 
motivation. 

3 . Employees may be 
motivated if they be¬ 
lieve that it is possible 
to achieve a perfor¬ 
mance level that will 
result in a desirable 

5 reward. 

O 
c n 
o 
o 

I- 

o 
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Exhibit 10.7 

Comparison of Motivation 
Theories 


Decision Making 


Theory 

Implications 

Theory developed from 

Hawthorne studies 

Workers can be motivated by attention. 

Maslow's hierarchy of needs 

Needs of workers vary, and managers can moti¬ 
vate workers to achieve these needs. 

Herzberg's job satisfaction study 

Compensation, reasonable working conditions, 
and other factors do not ensure job satisfaction 
but only prevent job dissatisfaction. Thus, other 
factors (such as responsibility) may be necessary 
to motivate workers. 

McGregor's Theory X and Theory Y 

Based on Theory X, workers will avoid work if 
possible and cannot accept responsibility. Based 
on Theory Y, workers are willing to work and 
prefer more responsibility. If Theory Y exists, 
managers can motivate workers by delegating 
responsibility. 

Theory Z 

Workers are motivated when they are allowed to 
participate in decision making. 

Expectancy theory 

Workers are motivated if potential rewards for 
high performance are desirable and achievable. 

Equity theory 

Workers are motivated if they are being compen¬ 
sated in accordance with their perceived contri¬ 
bution to the firm. 

Reinforcement theory 

Good behavior should be positively reinforced 
and poor behavior should be negatively re¬ 
inforced to motivate workers in the future. 


Determining How to Motivate Employees 

R ecall that Players Company had problems keeping its new entry-level managers be¬ 
cause they were not properly motivated. Paula Powell, the vice-president of human 
resources, considers the motivation theories and proposes the following changes in the 
workplace to motivate employees: 

► An orientation session will be held for new employees so that they can meet other 
new employees. 

► All new employees will meet with their respective bosses once a week during the first 
year. At this meeting, the boss will offer a brief review of the employee's performance. 
In addition, the employee will have the opportunity to share any concerns about the 
job with the boss. 

► The job assignments of the new employees will allow them to have some interaction 
with different managers and with each other. 

Paula expects that these changes will motivate the employees and therefore will help to 
improve their productivity. 

1. Explain how the changes in the workplace environment may allow Players Company to 
resolve any concerns of the new employees before they become frustrated and quit. 

2. What is the benefit of encouraging more interaction among employees? 

ANSWERS: 1. The new employees now have the chance to voice their concerns, if any, when they meet with their boss each 
week. 2. When employees work and interact with others, they feel more involved and believe that their work makes a differ¬ 
ence. This motivates them to perform well. 
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3 

Discuss how a firm can 
motivate disgruntled 
employees. 


Decision Making 


4 

Explain how firms can 
enhance job satisfaction 
and thereby enhance 
motivation. 


Motivating Disgruntled Employees 


A firm may not be able to motivate some employees, regardless of its ef¬ 
forts or the methods used to motivate them. If no form of motivation is ef¬ 
fective, the threat of being fired may be used as a last resort to motivate 
these employees. If firms do not discipline disgruntled employees who are 
performing poorly, other employees will lose their enthusiasm, especially 
if they have to cover the work assignments that the disgruntled employees 
neglect. 

If the disgruntled employees are not motivated, they may seek em¬ 
ployment elsewhere, which would be beneficial to the firm. However, they 
may realize that they will be disgruntled wherever they work, and there¬ 
fore decide not to quit, especially if they can avoid doing their work as¬ 
signments. Firms should force disgruntled employees to do their jobs and 
should fire them if they are unwilling to perform, so their bad attitude will 
not have a negative effect on other employees. 


Motivating Disgruntled Employees 

R ecall that Players Company planned to implement changes in an effort to more effec¬ 
tively motivate new employees. One of the changes instituted by Paula Powell (vice- 
president of human resources) was that new employees should meet with their boss once 
a week during the first year to receive a brief review of their progress and discuss any con¬ 
cerns they may have. Joel Kemp, a manager who oversees the work of many entry-level 
managers, says that he does not have time to meet with the new employees every week. 

If Joel is allowed to ignore the rules, other managers will question the rules as well. 
Paula meets with Joel and explains the importance of motivating the new employees. 
She then says that while she hopes he will comply rules, he will face disciplinary action 
if he does not. She takes this step to ensure that the new employees will have an oppor¬ 
tunity to interact with their boss so that they will be motivated and will increase their 
productivity. 

1. Is it appropriate for Paula Powell to threaten disciplinary action as a means of motivat¬ 
ing Joel Kemp? 

2. Explain the problem that may occur if Paula Powell allows Joel to ignore the new rules 
while all other managers are required to comply. 

ANSWERS: I.Yes, especially if no other form of motivation will be effective. 2. Other managers may quit if they must follow 
rules that Joel ignores. 


How Firms Can Enhance Job 
Satisfaction and Motivation 


Many of the theories on motivation suggest that firms can motivate em¬ 
ployees to perform well by ensuring job satisfaction. In general, the key 
characteristics that affect job satisfaction are money, security, work sched¬ 
ule, and involvement at work. To motivate employees, firms provide job 
enrichment programs, or programs designed to increase the job satisfac- 
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job enrichment programs 

programs designed to increase the 
job satisfaction of employees 


merit system 

a compensation system that 
allocates raises according to 
performance (merit) 


across-the-board system 

a compensation system that 
allocates similar raises to all 
employees 

incentive plans 

provide employees with various 
forms of compensation if they 
meet specific performance goals 


Kodak heavily attempts to tie 
employee compensation to 
performance in order to 
achieve its strategic goals. 


tion of employees. The following are some of the more popular job en¬ 
richment programs: 

► Adequate compensation program 

► Job security 

► Flexible work schedule 

► Employee involvement programs 

To the extent that firms can offer these job enrichment programs to 
employees, they may be able to motivate employees. Each program is dis¬ 
cussed in turn. 

Adequate Compensation Program 

Firms can attempt to satisfy employees by offering adequate compensation 
for the work involved. However, adequate compensation will not neces¬ 
sarily motivate employees to make their best effort. Therefore, firms may 
attempt to ensure that those employees with the highest performance each 
year receive the highest percentage raises. 

A merit system allocates raises according to performance (merit). For 
example, a firm may decide to give its employees an average raise of 5 per¬ 
cent, but poorly performing employees may receive 0 percent while the 
highest performing employees receive 10 percent. This system provides 
positive reinforcement for employees who have performed well and pun¬ 
ishment for those who have performed poorly. A merit system is normally 
more effective than the alternative across-the-board system, in which all 
employees receive a similar raise. The across-the-board system provides no 
motivation because the raise is unrelated to employee performance. 

Firms may attempt to reinforce excellent employee performance with 
other rewards as well as raises. Incentive plans provide employees with 
various forms of compensation if they meet specific performance goals. For 
example, a firm may offer a weekly or monthly bonus based on the num¬ 
ber of components an employee produced or the dollar value of all prod¬ 
ucts an employee sold to customers. 
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Examples of Compensation Programs The compensation at some firms is com¬ 
posed of base pay and "reward" pay that is tied to specific performance 
goals. The base pay is set lower than the industry norm for a given job, but 
the additional reward pay (tied to specific goals) can allow the total com¬ 
pensation to exceed the norm. Employees are more motivated to perform 
well because they benefit directly from high performance. 

Some employees of Enterprise Rent-A-Car Company are compensated 
according to the firm's profits. Steelworkers at Nucor can earn annual 
bonuses that exceed their annual base salary. Many salespeople earn 
bonuses based on their own sales volume. 

Kodak uses an incentive plan that allows each executive to earn a 
bonus based on his or her performance. The performance targets are set by 
the outside board members who are not employees of Kodak. The bonuses 
are based on performance measures such as revenue and earnings. Proc¬ 
ter & Gamble Company provides bonuses to executives based on some 
nonhnancial measures, such as integrity and leadership. 

The bonuses of chief executive officers (CEOs) at General Electric, 
IBM, and many other firms are tied to the firm's performance. Perfor¬ 
mance measures may include revenue, earnings, production efficiency, 
and customer satisfaction. Firms recognize that tying compensation to per¬ 
formance may increase job satisfaction and motivate employees. The fol¬ 
lowing descriptions of policies from recent annual reports confirm this: 

“A company lives or dies by results, and at Campbell, executive pay is linked 
directly to performance ... and 100 percent of all incentive bonuses are tied 
to company performance." 

—Campbell's Soup Company 

“We are working hard to change the culture of the company by emphasizing 
and rewarding results, not activity." 

— IBM 


In addition to linking compensation to performance, some firms also 
grant stock to their employees as partial compensation for their work. The 
value of this type of compensation depends on the firm's stock price. To the 
extent that employees can increase the firm's stock price with hard work, 
they can enhance their own compensation. 

Initially, firms used stock as compensation only for CEOs. In recent 
years, however, other top managers of firms have been granted stock as 
well to keep them focused on enhancing the value of the stock. Some firms 
have extended this concept to all or most of their employees. For example, 
all employees of Avis receive some shares of Avis stock. This may motivate 
them to perform well because their performance may enhance the value 
of the stock they own. One limitation of this approach is that some em¬ 
ployees who own only a small amount of stock may believe that their work 
habits will not have much influence on the firm's profits (and there¬ 
fore on its stock price). Thus, they will not be motivated because they do 
not expect that their stock's price will increase as a result of their efforts. 
Stock options can also lead to conflicts of interest, as discussed in the next 
chapter. 

As an illustration of how a firm's performance and value can improve 
when its employee compensation is linked to performance, consider the 
case of Paychex. In January 1998, Paychex announced its intent to tie em¬ 
ployee compensation to its performance. Over the next nine months, the 
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Exhibit 10.8 

Impact of New Employee 
Compensation Policy on the 
Stock Price of Paychex 
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firm's performance and its value (as measured by its stock price) increased 
substantially, as shown in Exhibit 10.8. 

Developing a Proper Compensation Plan Most compensation plans that tie pay to 

performance are intended to motivate employees to achieve high perfor¬ 
mance. The following guidelines can help in designing a compensation 
plan that motivates employees: 

1. Align the Compensation Plan with Business Goals Compensation formulas for 
employees should be set only after the goals of the business are estab¬ 
lished. This ensures that employees are rewarded in line with their abil¬ 
ity to satisfy the business's goals. 

2. Align Compensation with Specific Employee Goals A compensation plan will 
motivate employees more successfully if it clearly specifies individual 
employee goals. Goals for an individual assembly-line employee should 
focus on specific job responsibilities that the employee can control. 
Conversely individual goals that specify high performance for the en¬ 
tire production plant are not under the control of a single employee, 
and therefore the employee will not be as motivated to perform well. 

Some firms compensate employees according to the performance of 
a group to which they belong within the firm. The groups are small 
enough that employees believe they have some control over the per¬ 
formance measurement. 

3. Establish Achievable Goals for Employees The compensation plan will work 
better if the goals specified for each employee are achievable. By offer¬ 
ing numerous achievable bonuses, managers can increase each em¬ 
ployee's perception of the chance to earn a reward. Firms with limited 
budgets for bonuses can offer rewards that are less extravagant but still 
desirable. 

Rewards that are desirable and achievable will motivate employees 
only if they are aware of the bonuses. Offering rewards at the end of 
the year is too late to motivate employees for that year. Levels of moti¬ 
vation will be higher if employees know about the potential for 
bonuses at the beginning of the year. 

4. Allow Employee Input on the Compensation Plan The compensation plan should 
be developed only after receiving input from employees on how they 
should be rewarded. Although some employee requests may be un¬ 
reasonable, allowing employee input can improve job satisfaction. 
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Cross Functional Teamwork 

Spreading Motivation across Business Functions 


W hen a firm uses compensation or other incentives to 
motivate employees, it must attempt to implement 
this program across all of its business functions. Since busi¬ 
ness functions interact, motivating employees who perform 
one type of function will have limited effects if employees 
performing other functions are not motivated. 

For example, suppose that a firm's production em¬ 
ployees are given new incentives to perform well, but mar¬ 
keting employees are not given any new incentives. The 
quality of the product achieved by the production depart¬ 
ment is somewhat dependent on the feedback it receives 
from marketing employees who conduct customer satis¬ 
faction surveys. Also, the production department's ability 


to produce an adequate supply of a product is dependent 
on the sales forecasts provided by the marketing depart¬ 
ment. If the sales forecast is too low, the production de¬ 
partment may produce an insufficient volume, resulting 
in shortages. 

Production tasks can also affect marketing tasks be¬ 
cause effective marketing strategies will result in higher 
sales only if a sufficient volume of products is produced. 
Employees assigned to a specific function rely on employ¬ 
ees assigned to other functions. Thus, employees who 
are assigned to a given function and are motivated can 
achieve high performance only if the other employees they 
rely on are motivated. 


Job Security 

Employees who have job security may be more motivated to perform well. 
They are less likely to be distracted at work because of concern about End¬ 
ing a more secure job. 

Although brms recognize that job security can motivate their employ¬ 
ees, they may not be able to guarantee job security. When a weakened U.S. 
economy lowers the demand for the goods and services provided by U.S. 
firms, these brms cannot afford to retain all of their employees. Even when 
the economy is strong, some firms are pressured to lay off employees to re¬ 
duce expenses. 

Firms can provide more job security by training employees to handle 
various tasks so that they can be assigned other duties if their usual 
assignments are no longer needed. Nevertheless, the firm may not have 
any job openings to which employees can be reassigned. Further, the 
job openings may be so different that reassignments are not possible. 
For example, workers on an assembly line normally would not be quali¬ 
fied to perform accounting or financial analysis jobs for an automobile 
manufacturer. 

Flexible Work Schedule 

Another method of increasing job satisfaction is to implement programs 
that allow for a more flexible work schedule (called flextime programs). 
Some brms have experimented with a compressed workweek, which 
compresses the workload into fewer days per week. Most commonly, a 
5-day, 8-hour-per-day workweek is compressed into four 10-hour days. 
The main purpose of this schedule is to allow employees to have three-day 
weekends. When employees are on a schedule that they prefer, they are 
more motivated to perform well. 


flextime programs 

programs that allow for a more 
flexible work schedule 

compressed workweek 

compresses the workload into 
fewer days per week 
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Another form of a ffexible work schedule is job 
sharing, where two or more persons share a particu¬ 
lar work schedule. For example, a firm that needs a 
40-hour workweek for deliveries may hire two people 
to share that position. This allows employees to work 
part-time and fulfill other obligations such as school or 
family. 

Flexible work schedules are becoming increasingly 
popular, especially with employees who have specific 
time commitments involving their children such as 
attending school or social events. Technology allows 
many employees to attend these events and still com¬ 
plete their work without being at the workplace. For 
example, they can access updated data and informa¬ 
tion regarding their jobs through a special business 
website that is accessible only to employees. They can 
have their business e-mail forwarded to their home 
e-mail address or to some other address that they can 
access while they are away from the office. They may 
carry a cell phone for any necessary communica¬ 
tion that cannot be handled by e-mail. Technology 
can also give some employees more time with their 
families by allowing them to avoid a trip to the office on 
some days. 


Many employees of firms 

who are parents can work Employee Involvement Programs 


at home as a result of 
technology. 

job sharing 

two or more persons share a par¬ 
ticular work schedule 

job enlargement 

a program to expand (enlarge) the 
jobs assigned to employees 


As the theories summarized earlier indicate, employees are more moti¬ 
vated when they play a bigger role in the firm, either by being more in¬ 
volved in decisions or by being assigned more responsibility. Firms use 
various methods to allow more employee involvement and responsibility. 

Job Enlargement One method of increasing employee responsibility is to use 
job enlargement, which is a program to expand (enlarge) the jobs as¬ 
signed to employees. Job enlargement has been implemented at numerous 
firms such as Motorola and Xerox Corporation that experienced downsiz¬ 
ing in the 1990s. The program was implemented not only to motivate em¬ 
ployees but also to reduce operating expenses. 


job rotation 

a program that allows a set of 
employees to periodically rotate 
their job assignments 


Job Rotation Job rotation allows a set of employees to periodically rotate 
their job assignments. For example, an assembly-line operation may in¬ 
volve five different types of assignments. Each worker may focus on one 
assignment per week and switch assignments at the beginning of the next 
week. In this way, a worker performs five different assignments over each 
five-week period. 

Job rotation not only may reduce boredom but also can prepare em¬ 
ployees for other jobs if their primary job position is eliminated. In this way, 
employees can remain employed by the firm. For example, if the demand 
for a specific type of car declines, the manufacturer of that car may attempt 
to reassign the employees who worked on that car to work on other cars 
or trucks. 


Empowerment and Participative Management In recent years, supervisors at 
many firms have delegated more authority to their employees. This strategy 
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Self-Scoring Cxercise 

Are You an Empowered Employee?* 

Read each of the following statements carefully. Then, indicate which 

answer best expresses your level of agreement (5 = strongly agree, 

4 = agree, 3 = sometimes agree/sometimes disagree, 2 = disagree, 

1 = strongly disagree, and 0 = undecided/do not know). Mark only one 

answer for each item, and be sure to respond to all items. 

_ 1. I feel free to tell my manager 

what I think. 

_ 2. My manager is willing to listen 

to my concerns. 

_ 3. My manager asks for my ideas 

about things affecting our work. 

_ 4. My manager treats me with respect 

and dignity. 

_ 5. My manager keeps me informed 

about things I need to know. 

_ 6. My manager lets me do my job 

without interfering. 

_ 7. My manager's boss gives us 

the support we need. 

_ 8. Upper management pays attention 

to ideas and suggestions from 
people at my level. 


5 4 3 2 1 0 


5 4 3 2 1 0 


5 4 3 2 1 0 


5 4 3 2 1 0 


5 4 3 2 1 0 


5 4 3 2 1 0 


5 4 3 2 1 0 


is referred to as empowerment, 
as it allows employees the power 
to make more decisions. Em¬ 
powerment is more specific than 
job enlargement because it fo¬ 
cuses on increased authority, 
whereas job enlargement may 
not necessarily result in more 
authority. Empowerment may 
motivate those employees who 
are more satisfied when they 
have more authority. Also, they 
may be in a better position to 
make decisions on the tasks they 
perform than supervisors who 
are not directly involved in those 
tasks. 

Empowerment is related to 
participative management, in 

which employees are allowed to 
participate in various decisions. 
For example, DaimlerChrysler 
has a program in which indi¬ 
vidual workers are asked for 
suggestions on cost cutting or 
improving quality. Managers re¬ 
view these suggestions and re¬ 
spond to the workers within a 
few days. 

Empowerment assigns deci¬ 
sion-making responsibilities to 
employees, whereas partici¬ 
pative management simply al¬ 
lows for employee input in 
decisions. In reality, both terms 
are used to reflect programs that 
delegate more responsibilities to 
employees, whether they have 
complete or partial influence on 
decisions. The higher level of 
involvement by employees is 
supported by Theory Z, as dis¬ 
cussed earlier. 

A popular form of participa¬ 
tive management is management by objectives (MBO), in which em¬ 
ployees work with their managers to set their goals and determine the 
manner in which they will complete their tasks. The employees' participa¬ 
tion can be beneficial because they are closer to the production process. In 
addition, if their tasks can be completed in various ways, they may use their 
own creativity to accomplish the work. 

MBO is commonly applied to salespeople by assigning a monthly sales 
quota (or goal) that is based on historical sales. The actual sales volume 
may be dependent on the state of the economy, however. Care must be 
taken to assign a goal that is achievable. 


5 4 3 2 1 0 


Scoring 

To determine if you are an empowered employee, add your scores. 

32-40: You are empowered! Managers listen when you speak, respect 
your ideas, and allow you to do your work. 

24-31: You have some power! Your ideas are sometimes considered, and 
you have some freedom of action. 

16-23: You must exercise caution. You cannot speak or act too boldly, 
and your managers appear to exercise close supervision. 

8-15: Your wings are clipped! You work in a powerless, restrictive work 
environment. 

*lf you are not employed, discuss these questions with a friend who is 
employed. Is your friend an empowered employee? 


empowerment 

allowing employees the power to 
make more decisions 

participative management 

employees are allowed to partici¬ 
pate in various decisions made by 
their supervisors or others 
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Small Business Survey 


Do Employees Want More Influence 
in Business Decisions? 

Employees may desire to be involved in business decision making because it in¬ 
creases their influence on the firm's performance. In recent years, the restructuring 
of firms has resulted in substantially more responsibilities for many employees. A 
survey of 4,500 workers of various firms was conducted to determine whether work¬ 
ers still wanted to have more influence in business decisions. The results are shown 
in the following chart: 

Workers Want Workers Do Not Want 

More Influence More Influence 


64% 35% 



Workers Want 
Less Influence 

1 % 


The results suggest that even with the recent efforts of firms to give their em¬ 
ployees more power and responsibility, employees would generally prefer more 
responsibility. 


management by objectives 
(MBO) 

allows employees to participate in 
setting their goals and determin¬ 
ing the manner in which they 
complete their tasks 

teamwork 

a group of employees with varied 
job positions have the responsibil¬ 
ity to achieve a specific goal 


For production employees, a production volume goal is specified. Some 
employees may reduce the quality of their work to reach the goal, how¬ 
ever, so the objective must specify adequate quality as well as quantity. 

Teamwork Another form of employee involvement is teamwork, in which 
a group of employees with varied job positions have the responsibility to 
achieve a specific goal. Goodyear Tire and Rubber Company uses numer¬ 
ous project teams to achieve its goals. Car manufacturers encourage team¬ 
work to generate new ideas. Employees at Yahoo! are encouraged to share 
their ideas with others to obtain feedback. 

DaimlerChrysler, which was created from Chrysler's merger with 
Daimler-Benz, designs cars with input from assembly-line workers. Exec¬ 
utives establish general guidelines on a type of automobile that will satisfy 
consumers. The workers are then assembled in teams to work out the de¬ 
sign details. 

When Jaguar (a subsidiary of Ford Motor Company) desired to im¬ 
prove its customer service, its executives initially attempted to instruct 
employees on how to provide better service. However, motivating the 
employees was difficult because they were not satisfied with their jobs. 
The executives decided to create worker involvement teams to develop 
a plan for improved customer service. The employees were more willing 
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to deal with the problem once they were allowed to search for the best 
solution. 

A classic example of teamwork that all students can relate to is Belmont 
University's use of teamwork to resolve course registration hassles experi¬ 
enced by students. Students experienced difficulties when attempting to 
add a class, drop a class, submit a financial aid form, or any other task 
requiring service from the university. In addition, each task had to be 
completed at a different location on campus. Consequently, the university 
formed a team of administrators to find a solution that would make the 
process easier for students. The team proposed the creation of Belmont 
Central, a one-stop shop where students could accomplish all administra¬ 
tive tasks from registering for courses to applying for financial aid. For Bel¬ 
mont Central to work, its employees would have to be capable of handling 
all these tasks. Belmont University implemented the plan and trained the 
employees so that they were capable of handling a wide variety of tasks. As 
a result, a student now goes to one place and meets with one employee to 
perform all administrative tasks. The students are much more satisfied 
with the service than they were in the past, and the university has received 
an award from USA Today for its excellent use of teamwork to resolve its 
problems. 


open-book management 

a form of employee involvement 
that educates employees on their 
contribution to the firm and en¬ 
ables them to periodically assess 
their own performance levels 


Open-Book Management Another form of employee involvement is open- 
book management, which educates employees on their contribution to 
the firm and enables them to periodically assess their own performance 
levels. Open-book management educates employees on how they affect 
the key performance measures that are relevant for the hrm's owners. In 
this way, it encourages employees to make decisions and conduct tasks as 
if they were the hrm's owners. 

Open-book management has three distinct characteristics: 

1. The firm educates all employees on the key performance measure¬ 
ments that affect the hrm's profits and value and ensures that these 
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performance measurements are widely available to employees over 
time (like an "open book" on the firm's performance). For example, 
various revenue, expense, and production figures may be displayed 
daily or weekly in the work area. 

2. As employees are given the power to make decisions, they are trained 
to understand how the results of their decisions will affect the firm's 
overall performance. Thus, salespeople recognize how their efforts 
affect the firm's total revenue, while engineers recognize how their ef¬ 
forts reduce the cost of producing a product. Many job positions are 
not tied directly to revenue or total expenses. Therefore, it is helpful to 
break performance into segments that employees can relate to, such as 
number of customer complaints, proportion of product defects, or per¬ 
centage of tasks completed on time. Each of these segments influences 
the total demand for the firm's product (and therefore the firm's rev¬ 
enue), as well as the expenses incurred. 

3. The compensation of employees is typically aligned with their con¬ 
tribution to the firm's overall performance. They may earn some 
stock so that they are shareholders as well as employees. This rein¬ 
forces their focus on making decisions that will enhance the firm's 
value and therefore its stock price. In addition, the firm may pro¬ 
vide annual pay raises only to employees who helped improve the 
firm's performance. Although educating employees on how their 
work affects the firm's value is useful, a firm may still need to com¬ 
pensate employees for their performance in order to motivate them. 
Firms may set specific annual performance targets for employees 
and then continually update the employees on their performance 
levels throughout the year. 


Michael Dell, founder of Dell 
Corporation, frequently com¬ 
municates with customers 
and employees in order to 
seek ways to improve the 
performance of the business. 



In a recent annual 
report, Dell, Inc.'s founder 
Michael Dell stated that it 
is critical for the company's 
future success that it re¬ 
cruit, develop, and retain 
highly skilled people at 
all levels of the organiza¬ 
tion. Furthermore, he said 
that Dell's model of direct 
customer contact is only 
as good as the people 
who apply it to the com¬ 
pany's daily business. He 
also deserves credit for the 
effective implementation 
of the customer contact 
model to the 16,000 Dell 
employees around the 
world. Thus, Dell is using a 
form of open-book man¬ 
agement to motivate its 
employees. 
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Comparison of Methods Used to Enhance Job Satisfaction 

The methods that can enhance job satisfaction and therefore motivate em¬ 
ployees are compared in Exhibit 10.9. A combination of methods is espe¬ 
cially useful for enhancing job satisfaction. When a firm succeeds in 
increasing employees' job satisfaction, it will be more effective in motivat¬ 
ing the employees to achieve high performance. Therefore, putting em¬ 
phasis on job satisfaction can improve a firm's profits and value. 

Firms That Achieve the Highest Job Satisfaction Level 

Many firms use a combination of methods to achieve high job satisfaction. 
Exhibit 10.10 lists some firms that have been frequently cited as the 
best firms to work for, along with the methods they use to achieve such 
high job satisfaction. Notice that each firm has its own way of satisfying 
employees. 


Exhibit 10.9 

Methods Used to Enhance 
Job Satisfaction 


Exhibit 10.10 

Examples of Firms That 
Have Achieved Very High 
Job Satisfaction 


Method 

Description 

1. Adequate 
compensation program 

► Align raises with performance. 

► Align bonuses with performance. 

► Provide stock as partial compensation. 

2. Job security 

► Encourage employees to have a long-term com¬ 
mitment to the firm. 

3. Flexible work schedule 

► Allow employees flexibility on the timing of their 
work schedules. 

4. Employee involvement 

► Implement job enlargement. 

programs 

► Implement job rotation. 

► Implement empowerment and 
participative management. 

► Implement teamwork. 

► Implement open-book management. 

Firm 

Methods Used to Achieve High Job Satisfaction 

Southwest Airlines 

► Treats employees with respect. 

► Empowers employees to solve problems. 

► Gives awards and recognition to employees. 


MBNA ► Focuses on hiring employees who get along with 

other people. 

► Provides on-site child care. 

Microsoft ► Casual work environment. 

► Empowers employees to solve problems. 

► Two-week paid sick leave for new parents. 

► Flexible work schedules. 


Eddie Bauer 
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Global Busin 


Motivating Employees across Countries 


he techniques used to motivate employees in the United 
States may not necessarily be successful in motivating 
employees in other countries. For example, consider a U.S. 
firm that has just established a production plant in Eastern 
Europe. European employees'views on conditions necessary 
for job satisfaction may differ from those of U.S. production 
workers. In general, U.S. firms have successfully motivated 
production workers in the United States by giving them 
more responsibilities. Assigning additional responsibilities 
may not motivate production workers in Eastern Europe, 
however, especially if they have less experience and educa¬ 
tion.These workers could even be overwhelmed by the extra 
responsibilities. They might be less capable of striving for 
efficiency, since their past work experience was in an envi¬ 
ronment that did not stress efficiency. 

In some situations, a U.S. firm may be more capable of 
motivating foreign workers than U.S. workers. For example, 
General Motors established a plant in what was then East 
Germany to produce automobiles. When it trained the 
workers at this plant, it explained the need for production 
efficiency to ensure the plant's survival. It asked the workers 
to provide suggestions on how the plant could increase its 
production efficiency. These workers offered 10 times as 


many suggestions as workers at other General Motors 
plants in Europe. The East German plant could assemble an 
entire automobile faster than any other General Motors 
plant. The efficiency of the workers at the East German plant 
may be attributed to their background. Although these 
workers did not have many years of experience on automo¬ 
bile assembly lines, they also had not learned any bad 
habits from working in less efficient assembly systems. Thus, 
these workers were more capable of learning an efficient 
production system. 

Overall, a firm's ability to motivate workers in a specific 
country may depend on characteristics that are beyond 
the firm's control. Workers who will lose their jobs if the firm 
performs poorly may be more motivated, regardless of the 
firm's motivation strategies. Workers based in countries with 
fewer opportunities may be more motivated because they 
may appreciate their existing jobs more than workers in 
other countries. Given these differences, a firm may con¬ 
sider using varying motivation strategies for workers in 
different countries. In general, a firm should attempt to 
determine what conditions will increase the job satisfaction 
of workers in a particular country and provide those condi¬ 
tions for workers who perform well. 



Decision Making Increasing Job Satisfaction 

R ecall that Paula Powell, vice-president of human resources at Players Company, now en¬ 
courages more interaction among employees as a means of motivating them. However, 
she also wants to institute strategies that will enhance their job satisfaction. She believes 
that if employees are very satisfied with their jobs, they will be more motivated. She pro¬ 
poses the following changes, which are approved by the CEO and board of directors: 

► Employees who have been working from 9 a.m. to 5 p.m. are now allowed to start as 
early as 7 a.m. as long as they work 8-hour days. They also have the option of working 
four 10-hour days and taking one day off during the workweek. 

► Employees are encouraged to offer suggestions to Paula about how Players Company 
can improve working conditions. Paula promises that she will seriously consider im¬ 
plementing any suggestion if it would enhance job satisfaction and therefore increase 
productivity. 

1. Is there any disadvantage to Players Company from allowing a flexible work schedule? 

2. Is there any disadvantage to Players Company from asking employees for suggestions 
about improving working conditions? 

ANSWERS: 1. A flexible work schedule is not always appropriate for jobs that require employees to be in the workplace at 
specific times. 2. Some suggestions such as a two-day workweek may be inappropriate because they would result in lower 
productivity. However, Paula Powell can screen out such suggestions. 
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College Health Club: Motivating Employees at CHC 



One of the decisions that Sue Kramer needs to make as part of her business plan for Col¬ 
lege Health Club (CHC) is how to hire and motivate employees. Sue plans to hire capable 
employees who are currently exercise science majors at the college. She wants to ensure 
that the students are satisfied with their jobs and motivated to perform well. First, she 
plans to determine the typical compensation level for part-time jobs in the area and will 
offer wages slightly higher than the norm. Second, she plans to accommodate her em¬ 
ployees by allowing them to work fewer hours in a week when they have a major exam 
or class project. Third, she will welcome employee involvement. As manager of CHC, she 
plans to interact with employees on a daily basis and ask them for suggestions on improv¬ 
ing the club's performance. Fourth, if Sue opens an additional health club in the future, she 
plans to hire a manager to run that club. She will seriously consider hiring someone who 
has been an employee at CHC as the manager of the new health club after the person 
earns a college degree. 
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Summary 


^3 If a firm can motivate its em¬ 
ployees, it can increase productivity 
of each employee. Consequently it 
can achieve a higher production 
level with a given number of em¬ 
ployees, which results in higher 
profits. The ideal form of motivation 
may vary among employees. 

El The main theories on motiva¬ 
tion are as follows: 

► The Hawthorne studies suggest 
that employees are more moti¬ 
vated when they receive more 
attention. 

► Maslow's hierarchy of needs the¬ 
ory suggests that employees are 
satisfied by different needs, de¬ 
pending on their position within 
the hierarchy. Firms can satisfy 
employees at the low end of the 
hierarchy with job security or 
safe working conditions. Once 
basic needs are fulfilled, employ¬ 
ees have other needs that must 
be met. Firms can attempt to 
satisfy these employees by allow¬ 
ing social interaction or more 
responsibilities. 

► Herzberg's job satisfaction study 
suggests that the factors that pre¬ 
vent job dissatisfaction are differ¬ 
ent from those that enhance job 
satisfaction. Adequate salary and 
working conditions prevent job 


dissatisfaction, while responsibil¬ 
ity and recognition enhance job 
satisfaction. 

► McGregor's Theories X and Y 
suggest that when supervisors 
believe employees dislike work 
and responsibilities (Theory X), 
they do not delegate responsibili¬ 
ties and employees are not moti¬ 
vated; when supervisors believe 
that employees prefer responsi¬ 
bilities (Theory Y), they delegate 
more responsibilities, which mo¬ 
tivates employees. 

► Theory Z suggests that employ¬ 
ees are more satisfied when they 
are involved in decision making 
and therefore may be more 
motivated. 

► Expectancy theory suggests that 
employees are more motivated 
if compensation is aligned with 
goals that are achievable and 
offer some reward. 

► Equity theory suggests that em¬ 
ployees are more motivated if 
their compensation is aligned 
with their relative contribution 
to the firm's total output. 

► Reinforcement theory suggests 
that employees are more moti¬ 
vated to perform well if they are 
rewarded for high performance 
(positive reinforcement) and 
penalized for poor performance 
(negative reinforcement). 


^3 A firm may not be able to mo¬ 
tivate some employees, regardless of 
its efforts or the methods used to 
motivate them. If no form of moti¬ 
vation is effective, the threat of being 
fired may serve as a last resort to 
motivate these employees. 

Firms can enhance job satisfac¬ 
tion and therefore motivate employ¬ 
ees by providing 

► an adequate compensation pro¬ 
gram, which aligns compensa¬ 
tion with performance; 

► job security; 

► a flexible work schedule; and 

► employee involvement 
programs. 

How the Chapter Concepts 
Affect Business 
Performance 

A firm's decisions regarding the mo¬ 
tivation concepts summarized here 
affect its performance. If a firm can 
motivate its employees, it can im¬ 
prove employee morale and increase 
productivity. While there are many 
motivation theories, the proper form 
of motivation varies with the firm's 
characteristics and may even vary 
among employees. 
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Key Terms 


across-the-board system 375 
compressed workweek 378 
empowerment 380 
equity theory 371 
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expectancy theory 369 
flextime programs 378 
hierarchy of needs 366 
hygiene factors 368 
incentive plans 375 


job enlargement 379 
job enrichment programs 375 
job rotation 379 
job satisfaction 365 
job sharing 379 
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(MBO) 381 
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motivational factors 368 
negative reinforcement 372 


open-book management 382 
participative management 380 
physiological needs 366 
positive reinforcement 371 
reinforcement theory 371 
safety needs 366 
self-actualization 367 
social needs 367 
teamwork 381 


Review & Critical Thinking Questions 


1. Identify the categories of 
Maslow's hierarchy of needs 
theory. 

2. Briefly describe Herzberg's job 
satisfaction study on worker 
motivation. 

3. Distinguish between McGregor's 
Theory X and Theory Y percep¬ 
tions of management. 

4. Describe how expectancy theory 
can motivate behavior. 

5. Briefly summarize the equity 
theory of motivation. 

6. Describe the reinforcement 
theories of motivation and 
explain how a manager could 
utilize them. 

7. Describe some methods that will 
enhance job satisfaction and mo¬ 
tivate employees. 


8. Briefly describe the different 
forms of flexible work schedules 
firms use. 

9. How can managers utilize strate¬ 
gic planning to motivate their 
employees and maximize the 
value of the firm? 

10. How are empowerment and par¬ 
ticipative management related? 

11. Discuss the methods used to mo¬ 
tivate employees in the United 
States. Should the same methods 
be used to motivate employees 
in other countries? 

12. How can a company tie its work¬ 
ers' compensation to the perfor¬ 
mance of its stock price? 

13. How might a merit system pro¬ 
vide more motivation to employ¬ 


ees than an across-the-board 
system? 

14. When managers do not align the 
compensation plan with business 
goals, what might be the impact 
on the value of the firm? 

15. What are the costs and benefits 
of job security in motivating 
employees? 

16. How might job sharing lead to a 
more motivated workforce? 

17. Why might job enlargement lead 
to less motivated workers, rather 
than more motivated workers? 

18. What is management by ob¬ 
jectives? Why might it lead to 
greater employee empower¬ 
ment? 


Discussion Questions 


1. You are a manager who recog¬ 
nizes that your employees are 
primarily motivated by money. 
How could you motivate them at 
work? 

2. Would motivational techniques 
be more important for the At¬ 
lanta Braves than for an organi¬ 
zation such as General Motors? 
Explain your answer. 


3. You are a manager of a video 
store. Which theory of motiva¬ 
tion do you think would best 
apply to your employees? 

4. Would you consider using 
negative reinforcement to 
improve the performance of 
lazy employees? Explain your 
answer. 


5. You and your lazy friend work 
at a car manufacturer. The com¬ 
pany just implemented a new 
compensation plan with a lower 
base salary but the potential for 
large bonuses. You are very ex¬ 
cited about the plan, but your 
friend is not. Explain why this 
may be so. 
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6. How could a firm use the Inter¬ 
net and technology to motivate 
its existing and potential 
employees? 

7. Your company has just begun an 
open-book management system. 
You now have the opportunity 
to evaluate yourself and assess 
your own performance. How 
might employees benefit from 
the system? 


8. In a company with many em¬ 
ployees, different employees will 
respond to different kinds of mo¬ 
tivation. How can a company 
work toward satisfying all of its 
employees, if possible? 

9. You are the manager of an em¬ 
ployee who complains con¬ 
stantly about the job and is 
demoralizing the other employ¬ 
ees with his complaints. The 


employee is not performing his 
duties properly, and productivity 
in his area has slowed. What can 
you do to encourage the dis¬ 
gruntled employee? 

10. How can you as a manager use 
knowledge of Maslow's hierar¬ 
chy of needs to motivate em¬ 
ployees without changing the 
level or structure of employee 
compensation? 


It’s Your Decision: Motivating Employees at CHC 

1. Sue Kramer plans to offer a flexible work schedule, employee involvement, and a free 
health club membership to employees at College Health Club (CHC). Explain how CHC's 
performance may increase as a result of these benefits to employees. 

2. Which of Maslow's hierarchy of needs are satisfied by employment at CHC? Which of 
Maslow's hierarchy of needs are not satisfied by employment at CHC? 

3. Expectancy theory suggests that employees will perform better if there is a reward for 
performance. Should CHC have employees compete for an extra reward each year? 
What is a disadvantage of this strategy? 

4. Explain how the job satisfaction of employees at CHC can affect the quality of health 
club services produced by CHC. 

5. A health club differs from manufacturing firms in that it produces a service rather than 
products. Would a manufacturing firm satisfy Maslow's hierarchy of needs more easily 
than service firms? 



Investing in a Business 


Using the annual report of the firm in which you would 

like to invest, complete the following: 

Questions 

Q Does the firm appear to recognize that its employ¬ 
ees are the key to its success? 

Q Does the firm empower its workers? Does it en¬ 
courage teamwork? Provide details. 

Q Explain how the business uses technology to moti¬ 
vate its employees. For example, does it use the 


Internet to provide information about its compen¬ 
sation programs? Does it use the Internet or e-mail 
to provide feedback to its employees? 

Q Go to http://hoovers.com and locate the NEWS 
SEARCH. Type in the name of the firm in the 
space provided, and review the recent news stories 
about the firm. Summarize any (at least one) re¬ 
cent news story about the firm that applies to one 
or more of the key concepts in this chapter. 




390 PART IV 


MANAGING EMPLOYEES 


Case: Using Motivation to Enhance Performance 


Tom Fry is a plant manager for Ligonier Steel Corpora¬ 
tion, located in Ligonier, Pennsylvania. The plant is 
small, with 250 employees. Its productivity growth rate 
has stagnated for the past year and a half. 

Tom is concerned and decides to meet with employ¬ 
ees in various departments. During the meeting, em¬ 
ployees disclose that they do not have a chance to 
interact with one another while on the job. Further¬ 
more, because they do not receive any recognition for 
their suggestions, their input of ideas for improvement 
has stopped. 

After a week elapses, Tom calls a meeting to an¬ 
nounce a new program. He plans to offer rewards for 
high performance so that employees will be motivated 
to surpass their quotas. Bonuses will be awarded to em¬ 
ployees who exceed their quotas. Tom believes this pro¬ 
gram will work because of his perception that "money 
motivates employees." 

A few months later, Tom notices that productivity 
has increased and that employees are enjoying the 
bonuses they have earned. Tom decides to provide an 
additional means of motivation. He wants employees 
to continue to interact with one another to solve work 
problems and share information. Supervisors now 
recognize individual accomplishments. They praise 
employees who make suggestions and identify an em¬ 


ployee of the month in the company newsletter to rec¬ 
ognize outstanding performance. Tom strongly supports 
this feature of the program. 

The goal is for employees to grow and develop to 
their fullest potential. Individuals may be retrained or 
go back to college to permit job growth within the 
plant. Employees' ideas and contributions are now per¬ 
ceived as a way to enhance their individual career paths. 
The results have been overwhelming. Tom Fry, supervi¬ 
sors, and employees are all enjoying the benefits that 
have made Ligonier Steel a satisfying place to work. 

Questions 

|| Describe the motivation theory that applies to 
this case. 

Q What needs can employees at Ligonier Steel satisfy 
in performing their jobs? 

Q Describe how bonuses motivated the employees at 
Ligonier Steel. 

Q Describe other rewards besides bonuses that can 
motivate work behavior in this case. 

Q Ligonier does not use any negative reinforcement. 
Does this case illustrate any disadvantages of pro¬ 
viding only positive reinforcement? 


Video Case: Motivating Employees at Valassis Communications, Inc. 


Valassis Communications, Inc., is a leader in the sales 
promotion industry. It creates promotional newspaper 
inserts containing coupons from leading consumer 
companies for 58 million households each Sunday. Em¬ 
ployee motivation is very important to Valassis, so it has 
developed an employee compensation plan that in¬ 
cludes base salary, profit sharing, fringe benefits, cham¬ 
pion pay, and stock options. In other words, it uses a 
pay-for-performance system that rewards employees for 
high performance. The company rewards employees for 
both individual and team achievements. Team awards 
are tied to the performance of the firm overall. In this 
way, employees benefit whenever the shareholders of 
the firm benefit. Valassis also has an on-site hairdresser. 


doctor, and fitness center so that employees will enjoy 
coming to work. On three occasions, it has been in¬ 
cluded in Fortune magazine's list of the 100 best places 
to work in America. For more information, visit http:// 
www.valassis.com. 

Questions 

H Why does Valassis use stock options to compensate 
employees? 

Q Why does Valassis reward people for both team¬ 
work and individual achievement? 

Q How does Valassis use champion pay to encourage 
employees? 
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Internet Applications 


1. http://www.fortune.com/fortune/bestcompanies 

Which companies are the top companies to work for? 
What kinds of benefits do they provide for their em¬ 
ployees? Which companies would you like to work for? 

2. http://www.nceo.org 

Click on "ESOPs." Briefly describe what an employee 
stock ownership plan is. How might an ESOP encourage 
employees to be more motivated? How do ESOPS relate 
to the theories of motivation discussed in the chapter? 
What is an ownership culture, and how does it create 


an environment where employees are more 
empowered? 

3. http://www.motivation-tools.com 

Click on "Elements of Motivation." What are the three 
elements of motivation? What are the seven rules of 
motivation? Do you think motivation results from an 
individual's own drive, or is it primarily driven by exter¬ 
nal factors? How can the seven rules of motivation re¬ 
sult in better performance for a company? 


Dell's Secret to Success 


D&LL 


Go to http://www.reportgallery.com and review Dell's 
most recent annual report. Also, go to Dell's website 
(http://www.dell.com) and in the section "about Dell," 
review the background material about Dell that relates 
to this chapter. 


Questions 

Q Explain how Dell's treatment of its employees mo¬ 
tivates them to perform well. 

Q Do you think that training is important to Dell? 

Q Dell sometimes promotes some of its employees 
rather than hiring higher-level employees from 
other firms. Why is this beneficial? 






392 


In-Text Study Guide 

Answers are in Appendix C at the back of book. 


True or False 

1. Maslow's hierarchy of needs identifies superior 
compensation as the key to employee motivation. 

2. According to Frederick Herzberg, hygiene factors 
are work-related factors that will motivate and 
please employees. 

3. The management strategy of empowerment is 
favored by Theory X managers. 

4. A supervisor who believes in McGregor's Theory Y 
will likely monitor employees closely to ensure that 
their work is completed. 

5. Equity theory suggests that an employee's efforts 
are influenced by the expected outcome of those 
efforts. 

6. Negative reinforcement motivates employees by 
encouraging them to behave in a manner that 
avoids unfavorable consequences. 

7. Most compensation plans that tie pay to perfor¬ 
mance are intended to motivate employees to 
achieve high performance. 

8. A merit system allocates raises for all employees 
according to sales of the firm. 

9. An across-the-board system is appropriate when all 
employees deserve the same reward for their work. 

10. Open-book management encourages employees 
to make decisions and conduct tasks as if they were 
the firm's owners. 

11. The techniques of motivation apply across 
countries. 


Multiple Choice 

12. By_employees to properly perform the tasks 

they are assigned, management can maximize the 
firm's value. 

a) motivating 

b) threatening 

c) coercing 

d) manipulating 

e) harassing 

13. One implication of the Hawthorne studies is that 
workers can be motivated by receiving: 

a) attention. 

b) money. 

c) stock. 

d) bonuses. 

e) profit sharing. 

14. Maslow's hierarchy of needs theory can be useful 
for motivating employees because it suggests that: 

a) people are motivated to achieve their work- 
related hygiene factors. 

b) managers respond to the need for corporate 
profitability. 

c) employee needs are stable. 

d) employees are motivated by unsatisfied needs. 

e) money is the most important motivating factor. 

15. Social interaction and acceptance by others are 
examples of: 

a) physiological needs. 

b) esteem needs. 

c) safety needs. 

d) social needs. 

e) self-actualization needs. 
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16. Needs that are satisfied with food, clothing, and 

shelter are called_needs. 

a) safety 

b) social 

c) affiliation 

d) self-esteem 

e) physiological 

17. Herzberg's hygiene factors most closely correspond 
with Maslow's: 

a) physiological needs. 

b) psychological needs. 

c) social needs. 

d) esteem needs. 

e) self-actualization needs. 

18. According to Herzberg, employees are commonly 
most satisfied when offered: 

a) adequate supervision. 

b) adequate salary. 

c) recognition. 

d) job security. 

e) safe working conditions. 

19. All of the following are methods used to enhance 
job satisfaction except: 

a) employee involvement programs. 

b) Theory X management. 

c) job security. 

d) adequate compensation programs. 

e) flexible work schedules. 

20. Theory Z suggests that employees are more 
satisfied when: 

a) they receive above-average pay raises. 

b) their compensation is consistent with their 
efforts. 

c) managers restrict the delegation of authority. 

d) they are involved in decision making. 

e) appropriate hygiene factors are available. 


21. Which of the following theories of management 
suggests that workers will be motivated if they are 
compensated in accordance with their perceived 
contributions to the firm? 

a) expectancy theory 

b) equity theory 

c) need theory 

d) Theory Y 

e) reinforcement theory 

22. The reinforcement theory that motivates employ¬ 
ees by encouraging them to behave in a manner 

that avoids unfavorable consequences is_ 

reinforcement. 

a) positive 

b) neutral 

c) equity 

d) negative 

e) expectancy 

23. In an across-the-board system, all employees 
receive similar: 

a) raises. 

b) job assignments. 

c) offices. 

d) work schedules. 

e) performance appraisals. 

24. Which of the following provides employees with 
various forms of compensation if specific perfor¬ 
mance goals are met? 

a) flextime programs 

b) job enlargement 

c) participative management 

d) open-book management 

e) incentive plans 
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25. Which of the following is not a guideline for design¬ 
ing a motivational compensation system? 

a) align the system with business goals 

b) align the system with specific employee goals 

c) establish systems for rewarding employee 
seniority 

d) set achievable goals for employees 

e) allow employee input on the compensation 
system 

26. Two or more persons sharing a particular work 
schedule is called: 

a) job enlargement. 

b) job enrichment. 

c) jobsharing. 

d) flextime. 

e) job rotation. 

27. Even if the company cannot guarantee continuing 
employment, it can improve employees'sense of 
job security by: 

a) empowering employees. 

b) granting stock to employees. 

c) using open-book management. 

d) training employees in various tasks. 

e) instituting compressed workweeks. 

28. A program to expand the jobs assigned to employ¬ 
ees is called: 

a) hygiene theory. 

b) downsizing. 

c) positive reinforcement. 

d) equity theory of motivation. 

e) job enlargement. 


29. An employee involvement program that periodi¬ 
cally moves individuals from one job assignment to 
another is: 

a) job enlargement. 

b) job enrichment. 

c) job rotation. 

d) jobsharing. 

e) flextime. 

30. _can reduce boredom and prepare employ¬ 

ees for other jobs if their primary job is eliminated. 

a) Job evaluation 

b) Job rotation 

c) Reengineering 

d) Performance appraisal 

e) Reinforcement 

31. Which of the following is an employee involvement 
program where a group of employees with differ¬ 
ent job positions are given the responsibility of 
achieving a specific goal? 

a) management by objectives (MBO) 

b) teamwork 

c) job enlargement 

d) job rotation 

e) jobsharing 

32. When firms delegate more authority to their 
employees, this strategy is referred to as: 

a) Theory X management. 

b) empowerment. 

c) the merit system. 

d) McGregor's hygiene theory. 

e) the equity system. 
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33. Which of the following allows employees to set 
their own goals and determine the manner in 
which they accomplish their tasks? 

a) equity theory of motivation 

b) expectancy theory of motivation 

c) management by objectives 

d) Theory X management 

e) Theory Y management 

34. In open-book management, the compensation of 
employees is typically aligned with their contribu¬ 
tion to the firm's: 

a) hierarchy of needs. 

b) industry demand. 

c) overall performance. 

d) reinforcement theory. 

e) hygiene theory. 


35. Which of the following is an employee involvement 
program that encourages employees to make deci¬ 
sions and conduct tasks as if they were the firm's 
owners? 

a) Theory X management 

b) open-book management 

c) Theory Y management 

d) Theory Z management 

e) Theory J management 

36. In addition to linking compensation with perfor¬ 
mance, some firms grant employees_for 

good performance. 

a) internal satisfaction 

b) Theory X involvement 

c) Theory Y involvement 

d) corporate bonds 

e) common stock 




Decisions by Web Czar Company re¬ 
garding its recruiting and employee 
compensation will influence its per¬ 
formance and therefore its valuation 


The Learning Goals 
of this chapter are to: 


Explain human resource 

1 1 

planning by firms. 

Explain how a firm can ensure 


equal opportunity and the 


benefits of doing so. 

JL | 


Differentiate among the types 
of compensation that firms 
offer to employees. 


Describe the skills of employees 
that firms develop. 

4 1 

Explain how the performance of 
employees can be evaluated. 

* 





Hiring, Training, and 
Evaluating Employees 


A firm's human resources (employ¬ 
ees) are crucial to its performance. 
Therefore, a firm's performance is 
dependent on how its human re¬ 
sources are managed.The man¬ 
agement of human resources 
involves recruiting employees, de¬ 
veloping their skills, and evaluat¬ 
ing their performance. The hiring, 
training, and evaluation of em¬ 
ployees are a key to a firm's suc¬ 
cess. Consider the situation of the 
Web Czar Company, which pro¬ 
vides website design and related 
services. Its business has grown 
substantially in recent years, so it 
frequently needs to hire additional 
employees. Web Czar Company 
must decide: 


► How should it recruit 
employees? 

► How can it ensure equal op¬ 
portunity for its job positions? 

► What types of compensa¬ 
tion should it provide to 
employees? 

► How can it ensure that its em¬ 
ployees have the proper skills? 

► How should the employees be 
evaluated? 

The decision regarding the recruit¬ 
ment of employees is important 
because it affects the number of 
qualified candidates the firm will 
have. The criteria used to make 
hiring decisions are also important 


because they will determine which 
people are hired. If the firm can 
hire good employees, it will be 
more successful. The firm's deci¬ 
sion regarding compensation af¬ 
fects its expenses. Its decision 
about evaluating employees is im¬ 
portant because the evaluations 
will determine which employees 
are promoted overtime and be¬ 
come the key decision makers. 

The types of decisions described 
above are necessary for all busi¬ 
nesses. This chapter explains how 
hiring, training, and evaluating can 
be conducted by Web Czar Com¬ 
pany or any other firm in a manner 
that maximizes its value. 
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i 


Explain human resource 
planning by firms. 


human resource planning 

planning to satisfy a firm's needs 
for employees 


job analysis 

the analysis used to determine the 
tasks and the necessary credentials 
for a particular position 

job specification 

states the credentials necessary to 
qualify for a job position 

job description 

states the tasks and responsibilities 
of a job position 

human resource manager 

helps each specific department 
recruit candidates for its open 
positions 


Human Resource Planning 


Human resource planning involves planning to satisfy a firm's needs for 
employees. It consists of three tasks: 

► Forecasting staffing needs 

► Job analysis 

► Recruiting 

Forecasting Staffing Needs 

If staffing needs can be anticipated in advance, the firm has more time to 
satisfy those needs. Some needs for human resources occur as workers re¬ 
tire or take jobs with other firms. Retirement can be forecasted with some 
degree of accuracy but forecasting when an employee will take a job with 
another firm is difficult. 

Additional needs for employees result from expansion. These needs may 
be determined by assessing the firm's growth trends. For example, if the firm 
is expected to increase production by 10 percent (in response to increased 
sales), it may prepare for the creation of new positions to achieve the pro¬ 
jected production level. Positions that handle accounting and marketing- 
related tasks may not be affected by the increased production level. 

If the firm foresees a temporary need for higher production, it may 
avoid hiring new workers, since it would soon have to lay them off. Lay¬ 
offs not only affect the laid-off workers but also scare those workers who 
are still employed. In addition, firms that become notorious for layoffs will 
be less capable of recruiting people for new positions. 

If firms avoid hiring during a temporary increase in production, they 
must achieve their objective in some other way. A common method is to 
offer overtime to existing workers. An alternative method is to hire tem¬ 
porary workers for part-time or seasonal work. 

Once new positions are created, they must be filled. This normally in¬ 
volves job analysis and recruiting, which are discussed in turn. 

Job Analysis 

Before a firm hires a new employee to fill an existing job position, it must 
decide what tasks and responsibilities will be performed by that position 
and what credentials (education, experience, and so on) are needed to 
qualify for that position. The analysis used to determine the tasks and the 
necessary credentials for a particular position is referred to as job analysis. 
This analysis should include input from the position's supervisor as well as 
from other employees whose tasks are related. The job analysis allows the 
supervisor of the job position to develop a job specification and job de¬ 
scription. The job specification states the credentials necessary to qualify 
for the job position. The job description states the tasks and responsibili¬ 
ties of the job position. An example of a job description is provided in Ex¬ 
hibit f 1.1. People who consider applying for the job position use the job 
specification to determine whether they could qualify for the position and 
use the job description to determine what the position involves. 

Recruiting 

Firms use various forms of recruiting to ensure an adequate supply of 
qualified candidates. Some firms have a human resource manager (some- 
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Exhibit VM_ 

Example of a Job Description 


internal recruiting 

an effort to fill open positions 
with persons already employed 
by the firm 


Title: Sales Representative 

Department: Sales 

Location: Southern Division, Atlanta, Georgia 

Position Summary 

The sales representative meets with prospective customers to sell the firm's products 

and to ensure that existing customers are satisfied with the products they have 

purchased. 

Relationships 

► Reports to the regional sales manager for the Southern Division. 

► Works with five other sales representatives, although each representative has respon¬ 
sibility for his or her own region within the Southern Division. 

Main Job Responsibilities 

1. Serve existing customers; call on main customers at least once a month to obtain 
feedback on the performance of products previously sold to them; take any new 
orders for products. 

2. Visit other prospective customers and explain the advantages of each product. 

3. Check on customers who are late in paying their bills; provide feedback to the billing 
department. 

4. Meet with the production managers at least once a month to inform them about any 
product defects cited by customers. 

5. Assess the needs of prospective customers; determine whether other related 
products could be produced to satisfy customers; provide feedback to production 
managers. 

6. Will need to train new sales representatives in the future if growth continues. 

7. Overnight travel is necessary for about eight days per month. 

8. Sales reports must be completed once a month. 


times called the "personnel manager") who helps each specific department 
recruit candidates for its open positions. To identify potential candidates for 
the position, the human resource manager may check hies of recent ap¬ 
plicants who applied before the position was even open. These hies are 
usually created as people submit their applications to the hrm over time. In 
addition, the manager may place an ad in local newspapers. This increases 
the pool of applicants, as some people are unwilling to submit an applica¬ 
tion unless they know that a hrm has an open position. 

Increasingly, companies are also listing positions on their websites. 
Dell, Inc., uses the Internet extensively in its human resource planning. 
For example, the company allows potential employees to search for a 
specihc job at its website. Dell also allows applicants to submit their re¬ 
sumes over the Internet. Furthermore, Dell uses its website to provide po¬ 
tential employees with information about benehts and about the areas 
where its plants and employment sites are located, such as cost-of-living 
estimates. 

Most well-known companies receive a large number of qualihed ap¬ 
plications for each position. Many hrms retain applications for only a few 
months so that the number of applications does not become excessive. 

Internal versus External Recruiting Recruiting can occur internally or exter¬ 
nally. Internal recruiting seeks to hll open positions with persons already 
employed by the hrm. Numerous hrms post job openings so that existing 
employees can be informed. Some employees may desire the open posi¬ 
tions more than their existing positions. 

Internal recruiting can be benehcial because existing employees have 
already been proven. Their personalities are known, and their potential 
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Many firms recruit by hosting 
job fairs, such as this one 
hosted by Microsoft Corp. 


promotion 

the assignment of an employee to 
a higher-level job with more re¬ 
sponsibility and compensation 


external recruiting 

an effort to fill positions with ap¬ 
plicants from outside the firm 



capabilities and limitations can be thoroughly assessed. Internal recruiting 
also allows existing workers to receive a promotion (an assignment of a 
higher-level job with more responsibility and compensation) or to switch 
to more desirable tasks. This potential for advancement can motivate em¬ 
ployees to perform well. Such potential also reduces job turnover and 
therefore reduces the costs of hiring and training new employees. Many of 
the employees that Walt Disney hires for management positions are re¬ 
cruited internally. Wal-Mart has established a "first-in-line" program that 
it uses to promote its employees to managers, as explained in a recent an¬ 
nual report: 

"The Customer-centered Wal-Mart culture must be embraced by thousands 
of new Associates if the Company is to keep growing. One way we'll retain 
that culture is by continuing to recruit nearly 70 percent of our manage¬ 
ment from the ranks of hourly workers. When room is available , college 
students who are working for Wal-Mart are the first considered for manage¬ 
ment jobs ." 

—Wal-Mart Corporation 

Firms can do more internal recruiting if their employees are assigned 
responsibilities and tasks that train them for advanced positions. This strat¬ 
egy conflicts with job specialization because it exposes employees to more 
varied tasks. Nevertheless, it is necessary to prepare them for other jobs 
and to reduce the possibility of boredom. Even when a firm is able to fill a 
position internally, however, the previous position that the employee held 
becomes open, and the firm must recruit for that position. 

External recruiting is an effort to fill positions with applicants from 
outside the firm. Some firms may recruit more qualified candidates when 
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using external recruiting, especially for some specialized job positions. Al¬ 
though external recruiting allows the firm to evaluate applicants' potential 
capabilities and limitations, human resource managers do not have as 
much information as they do for internal applicants. The applicant's re¬ 
sume lists previously performed functions and describes the responsibili¬ 
ties of those positions, but it does not indicate how the applicant responds 
to orders or interacts with other employees. This type of information is 
more critical for some jobs than others. 

Screening Applicants The recruiting process used to screen job applicants in¬ 
volves several steps. The first step is to assess each application to screen out 
unqualified applicants. Although the information provided on an applica¬ 
tion is limited, it is usually sufficient to determine whether the applicant 
has the minimum background, education, and experience necessary to 
qualify for the position. 

Recruitment software programs eliminate the need for individuals to 
read and categorize every resume received. In the past, human resource 
employees had to sift through numerous resumes to find potential matches 
for open positions. Resumes that were not an appropriate match were 
thrown out after a specified amount of time. Recruitment software has re¬ 
duced costs by creating a more efficient system. Resumes are either re¬ 
ceived electronically or scanned into the computer and keywords are used 
to sort them. Human resource departments or the hiring manager can use 
the software's searching capabilities to identify specific skill or experience 
requirements. The system also allows for the creation of a database of ap¬ 
plicants. This technology allows human resource professionals to spend 
more time conducting interviews and other important tasks rather than 
sorting, categorizing, and filing resumes. 

The second step in screening applicants is the interview process. Some 
firms conduct initial interviews of college students at placement centers on 
college campuses. Other firms conduct initial interviews at their location. 
The human resource manager uses the personal interview to assess the 
personality of an applicant, as well as to obtain additional information that 


Wal-Mart typically attempts 
to promote employees 
within its business as a way 
of retaining its best employ¬ 
ees and reducing turnover. 
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employment test 

a test of a job candidate's abilities 


Exhibit 1J.2 

Example of Questionnaire to 
Obtain Employee Opinions 
about a Job Applicant 


was not included on the application. Specifically, an interview can indicate 
an applicant's punctuality, communication skills, and attitude. Further¬ 
more, an interview allows the firm to obtain more detailed information 
about the applicant's past experience. 

If the first two screening steps can substantially reduce the number of 
candidates, the human resource manager can allocate more time to assess 
each remaining applicant during the interview process. Even when these 
steps have effectively reduced the number of candidates, however, the first 
interview with each remaining candidate will not necessarily lead to a se¬ 
lection. A second and even third interview may be necessary. These inter¬ 
views may involve other employees of the firm who have some interaction 
with the position of concern. The input of these employees can often 
influence the hiring decision. A typical questionnaire for obtaining em¬ 
ployee opinions about an applicant is shown in Exhibit 11.2. 

A third step in screening applicants is to contact the applicant's refer¬ 
ences. This screening method offers limited benefits, however, because ap¬ 
plicants normally list only those references who are likely to provide strong 
recommendations. A survey by the Society for Human Resource Manage¬ 
ment found that more than 50 percent of the human resource managers 
surveyed sometimes receive inadequate information about a job appli¬ 
cant's personality traits. More than 40 percent of these managers said that 
they sometimes receive inadequate information about the applicant's skills 
and work habits. 

Another possible step in the screening process is an employment test, 
which is a test of the candidate's abilities. Some tests are designed to assess 
intuition or willingness to work with others. Other tests are designed to as¬ 
sess specific skills, such as computer skills. 

Until recently, some firms also requested a physical examination for 
candidates they planned to hire. Now, however, firms may request a phys- 


Applicant's name 


Position to be filled 

Strongly 

Agree Agree 

Strongly 

Unsure Disagree Disagree 

The applicant possesses the 


necessary skills to perform 


the tasks required. 


The applicant would work well 


with others. 


The applicant would be eager 


to learn new skills. 


The applicant has good 


communication skills. 


The applicant would accept 


responsibility. 


Do you detect any deficiencies in 


the applicant? (If so, describe them.) 


Do you recommend that we hire 


the applicant? Why, or why not? 


Signature of employee who is assessing applicant: 
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Small Business Survey 


Recruiting 

In a recent National Small Business poll conducted for the NFIB Research Founda¬ 
tion, small businesses were asked how difficult it is to attract and keep good employ¬ 
ees. Their responses are shown below: 



— Neither difficult 
nor easy 

9% 


ical examination only after a job offer has been made. This examination can 
determine whether the individual is physically able to perform the tasks 
that would be assigned. In addition, the examination can document any 
medical problems that existed before the individual was employed by the 
firm. This can protect the firm from being blamed for causing a person's 
medical problems through unsafe working conditions. 

Along with physical examinations, some firms ask new hires to take a 
drug test. Firms are adversely affected in two ways when their employees 
take illegal drugs. First, the firm may incur costs for health care and coun¬ 
seling for these employees. Second, the performance of these employees 
will likely be poor and may even have a negative effect on the performance 
of their co-workers. 

Some firms outsource the task of screening job applicants. For ex¬ 
ample, Bristol-Myers Squibb Company relies on the company MRI to iden¬ 
tify and screen its job applicants. MRI organizes recruiting conferences, 
where it identifies candidates who may be suitable for the positions that 
Bristol-Myers Squibb and other firms need to fill. 

Make the Hiring Decision By the time the steps for screening applicants are 
completed, the application list should have been reduced to a small num¬ 
ber of qualified candidates. Some firms take their hiring process very seri¬ 
ously because they recognize that their future performance is highly 
dependent on the employees that they select, as documented by the fol¬ 
lowing statement: 

"The past year's success is the product of a talented, smart, hard-working 
group, and I take great pride in being a part of this team. Setting the bar 
high [high standards] in our approach to hiring has been, and will con¬ 
tinue to be, the single most important element of Amazon.com’s success." 

—Amazon.com 
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Careful screening enables firms to recruit people who turn out to be 
excellent employees. Consequently, careful recruiting can result in low 
turnover. 

Once the screening is completed, the top candidate can be selected 
from this list and offered the job; the remaining qualified applicants can 
be considered if the top candidate does not accept the job offer. Exhibit 11.3 
summarizes the steps used to screen job applicants. Notice that each 
step reduces the list of applicants who would possibly qualify for the 
position. 

Once hired, the new employee is informed about the firm's health and 
benefits plans and additional details of the job. A summary of the various 
tasks necessary to fill a position is provided in Exhibit 11.4. 


Exhibit 11.3 

Steps for Screening 
Job Applicants 
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CJ 
<V 
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Receive 

Screen 

Screen 

Screen 

Screen 

Make 

Applications 

Applicants 

Based on 

Based on 

Based on 

Hiring 


Who Do 

Interviews 

Calls to 

Tests 

Decision 


Not Meet 


References 




Job 


Description 


Exhibit 11.4 

Summary of Tasks Involved in 
Human Resource Planning 
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Decision Making How to Recruit 

T he specific manner in which a firm recruits is dependent on its unique characteristics. 

To illustrate, consider Web Czar Company (introduced at the beginning of the chapter), 
which develops websites for businesses. The firm recently received many orders from busi¬ 
nesses that either want new websites or want to revise their existing websites. Brent Barber, 
the owner, forecasts that he needs to hire at least two more website designers on a full-time 
basis. Next, he conducts a job analysis. The job specification states the credentials that the 
designers need; in particular, they must have completed specific Web design classes. The 
job description lists the tasks that the positions involve, such as posting images on a web¬ 
site, using animation, and rearranging Web pages. 

The next step is external recruiting. Brent has a file of resumes that he recently re¬ 
ceived. Hoping to attract more applicants before he makes the hiring decisions, he also 
runs ads containing the job description in local newspapers and posts a notice about the 
positions on Web Czar's own website and on several job position websites. By conducting 
an accurate forecast and creating a clear job specification and a clear job description, 

Brent is able to hire two qualified website designers. Consequently, he will be able to keep 
up with the demand for his services, which will increase his firm's revenue and therefore in¬ 
crease its profits. 

1. What problem might Web Czar Company encounter if it hired an applicant whose re¬ 
sume listed proper credentials without interviewing the applicant? 

2. If Web Czar has many qualified applicants for its job positions and they all appear to be 
enthusiastic about working for the company, what criterion should Web Czar use to 
make its hiring decision? 

Answers: 1. Even though the credentials on the resume are excellent, the applicant may not get along with other workers. 

2. Web Czar Company should attempt to determine which applicants will work well with its existing employees. 



Explain how a firm 
can ensure equal 
opportunity and the 
benefits of doing so. 


Providing Equal Opportunity 


When recruiting candidates for a job position, managers should not dis¬ 
criminate based on factors that are unrelated to potential job performance. 
First, such discrimination is illegal. Second, discrimination may reduce the 
efficiency of the employees in the workplace. 

Federal Laws Related to Discrimination 

Federal laws prohibit such discrimination. The following are some of the 
laws enacted to prevent discrimination or improper treatment: 

► The Equal Pay Act of 1963 states that men and women performing sim¬ 
ilar work must receive the same pay. 

► The Civil Rights Act of 1964 prohibits discrimination based on race, 
gender, religion, or national origin. 

► The Age Discrimination in Employment Act of 1967, amended in 1978, 
prohibits employers from discriminating against people who are 40 
years old or older. 
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Allstate recently received 
recognition for its efforts to 
achieve a diverse workforce. 


► The Americans with Disabilities Act (ADA) of 1990 prohibits discrimi¬ 
nation against people who are disabled. 

► The Civil Rights Act of 1991 enables women, minorities, and disabled 
people who believe that they have been subject to discrimination to 
sue firms. This act protects against discrimination in the hiring process 
or the employee evaluation process. It also protects against sexual ha¬ 
rassment in the workplace. 

Overall, the federal laws have helped to encourage firms to make hiring 
decisions without discriminating. 

Diversity Incentives 

While the federal laws can penalize firms for discriminating, many firms 
now recognize the potential benefits of a more diverse workplace. These 
firms strive for diversity not just to abide by the laws, but because it can en¬ 
hance their value. 

Diversity can benefit firms in three ways. First, studies have shown that 
employees who work in a diverse workplace tend to be more innovative. 
Second, employees in a diverse workplace are more likely to understand 
different points of view and be capable of interacting with a diverse set of 
customers. The proportion of a firm's customer base that consists of mi¬ 
norities will continue to increase. Third, a larger proportion of eligible em¬ 
ployees will be from minority groups in the future. 

Data from the U.S. Census Bureau illustrate how the number of 
minority customers and eligible minority employees has grown and will 

grow in the future. During 
the period 1990-2000, the 
white population in the 
United States increased by 
3.4 percent; the African 
American population in¬ 
creased by 16 percent; the 
Native American popula¬ 
tion, by 15 percent; and 
the Hispanic population, 
by 50 percent. Thus, U.S. 
population growth is heav¬ 
ily dominated by minority 
groups. Together, these 
three minority groups rep¬ 
resent 25 percent of the 
U.S. population now, and 
by the year 2050, they 
are expected to represent 
38 percent. 

By the year 2025, 
minority groups will in 
aggregate represent the 
majority of the population 
in some states. The total 
college-age population in 
the United States is ex- 
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Exhibit 1J.5 

Sampling of Firms That Are Known for Establishing a More Diverse Workplace 


Name of Firm 

Proportion of 

New Hires Who 

Are Minorities 

Proportion of 
Workforce Who 

Are Minorities 

Proportion of 
Managers Who 
Are Minorities 

Number of 

Board Members Who 

Are Minorities 

McDonald's 

37% 

55% 

38% 

2 out of 16 

BellSouth 

39 

31 

26 

2 out of 13 

Lucent Technologies 

44 

30 

23 

1 out of 6 

PepsiCo 

33 

27 

16 

4 out of 15 

Colgate-Palmolive 

43 

29 

27 

1 out of 8 

Procter & Gamble 

17 

17 

17 

2 out of 16 

Levi Strauss 

47 

57 

33 

1 out of 14 

United Parcel Service 

52 

35 

28 

3 out of 13 

American Express 

35 

27 

20 

2 out of 12 

Coca-Cola 

40 

32 

19 

1 out of 12 


pected to grow by 16 percent by the year 2015, and minorities will account 
for 80 percent of this growth. Hispanics will account for half of the growth 
in the minority college-age population, while African Americans and Na¬ 
tive Americans will make up the remainder. Thus, firms that create a di¬ 
verse workplace will be able to match the more diverse customer base that 
will develop over time and will have better access to the pool of eligible 
employees. 

Firms Recognized for Achieving Diversity Some of the firms that have made 
much progress in establishing a more diverse workplace are listed in Ex¬ 
hibit 11.5. These firms not only have recently hired minorities, but also 
have achieved diversity among their managers, and even among their 
board members. These firms demonstrate that diversity in the workplace 
can be accomplished and that firms with diverse sets of employees can be 
successful. Some of the largest firms in the United States, including Merrill 
Lynch, American Express, and Symantec, now have minorities serving as 
chief executive officer (CEO). 

Firms in the United States have also been making efforts to hire and 
promote more women. Women now occupy about 46 percent of all man¬ 
agerial and administrative positions in U.S. firms. In addition, they hold 
about 14 percent of all board member positions. These percentages are 
much higher than those in most other countries. 

A survey of human resource managers conducted by the Society of 
Human Resource Management found that 85 percent of the managers sur¬ 
veyed expect to see more opportunities for women in the future and 
79 percent expect to see more opportunities for minorities. 
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Decision Making 


3 

Differentiate among the 
types of compensation 
that firms offer to 
employees. 


compensation package 

the total monetary compensation 
and benefits offered to employees 


salary (or wages) 

the dollars paid for a job over a 
specific period 


Ensuring Equal Opportunity in New Job Positions 

R ecall that Web Czar Company, was planning to hire for two new website designer job 
positions. Brent Barber, the owner, wants to ensure that the company allows for equal 
opportunity for women and minorities in those positions. He decides to use the following 
strategies for this purpose: 

► Web Czar has implemented a policy of promoting internally when its employees qualify 
for open job positions; because many women and minority employees already work 
as technicians for the company's website designers, this policy gives them a chance for 
advancement into the website designer positions. 

► Web Czar lists its job openings in local newspapers and on websites that appeal to 
all races and genders so that it reaches a diverse audience when advertising a job 
opening. 

With these strategies, Web Czar has been able to achieve diversity and a good working en¬ 
vironment, which results in efficient production of its website design services. 

1. Explain how Web Czar's strategy for allowing for equal opportunity is related to its hu¬ 
man resource planning process. 

2. Under what conditions might a policy to promote existing employees to open job posi¬ 
tions not allow for equal opportunity? 

ANSWERS: 1. Web Czar should use a human resource planning (recruiting) process to ensure that it reaches minorities and 
women who may apply for the job positions. 2. If women and minorities are not already represented within the existing set 
of employees, then a firm's internal promotion policy will not provide equal opportunity. Since the existing set of employees 
at Web Czar is diverse, its internal promotion policy should allow equal opportunity for higher-level job positions. 


Compensation Packages That Firms Offer 


Firms attempt to reward their employees by providing adequate compen¬ 
sation. The level of compensation is usually established by determining 
what employees at other firms with similar job characteristics earn. Infor¬ 
mation on compensation levels can be obtained by conducting a salary sur¬ 
vey or from various publications that report salary levels for different jobs. 
The wide differences in compensation among job positions are attributed 
to differences in the supply of people who have a particular skill and the 
demand for people with that skill. For example, demand for employees 
who have extensive experience in business financing decisions is high, but 
the supply of people with such experience is limited. Therefore, firms of¬ 
fer a high level of compensation to attract these people. Conversely, the 
supply of people who can qualify as a clerk is large, so firms can offer rel¬ 
atively low compensation to hire clerks. 

A compensation package consists of the total monetary compensation 
and benefits offered to employees. Some employees think of their com¬ 
pensation only in terms of their salary, but the benefits that some firms 
offer may be more valuable than the salary. The typical elements of a com¬ 
pensation package are salary, stock options, commissions, bonuses, profit 
sharing, benefits, and perquisites. 

Salary 

Salary (or wages) is the dollars paid for a job over a specific period. The 
salary can be expressed per hour, per pay period, or per year and is fixed 
over a particular time period. 
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stock options 

a form of compensation that al¬ 
lows employees to purchase shares 
of their employer's stock at a 
specific price 


Senior management has a 
great responsibility to repre¬ 
sent the interests of all share¬ 
holders. Wal-Mart provides 
stock and options as a means 
of both recruiting the best 
and rewarding its senior 
management. 


Stock Options 

Stock options allow employees to purchase the firm's stock at a specific 
price. Consider employees who have been given stock options to buy 100 
shares of stock at a price of $20 per share. This means that they can pur¬ 
chase the stock for this price, regardless of the stock's market price. Thus, 
even if the stock's market price rises to $30 per share, the employees can 
still buy the stock for $20 per share. They would need $2,000 (computed 
as 100 shares X $20 per share) to purchase 100 shares. If the firm performs 
well over time, the stock price will rise, and their 100 shares will be worth 
even more. Thus, these employees are motivated to perform well because 
they benefit directly when the firm performs well. As part-owners of the 
firm, they share in its profits. 

Many firms provide stock options to their high-level managers, such as 
the CEO, vice-presidents, and other managers. Some firms, however, such 
as $tarbucks and Microsoft, provide stock options to all of their employees. 
This can motivate all employees to perform well. $tarbucks grants stock op¬ 
tions to its employees in proportion to their salaries. An employee who re¬ 
ceived a salary of $20,000 in 1991 would have earned more than $50,000 
by the year 2000 from owning the stock options. 

Microsoft attributes much of its success to its use of stock options. Be¬ 
cause of its strong performance (and therefore substantial increase in its 
stock price) since 1992, its managers who were hired in 1992 or before are 
now millionaires because their shares are worth more than $1 million. 

A recent annual report of Wal-Mart summarized the potential benefits 
to a firm that uses stock options to compensate employees: 

"The ownership of Wal-Mart stock and options by directors and senior man¬ 
agement is important because these individuals represent the Shareholders 
and should act in a manner consistent with the long-term interests of 
Shareholders. Making equity part of their compensation helps achieve 
this objective." 
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In order to hire and retain talented employees, Amazon.com uses stock op¬ 
tions as a major part of its compensation. By providing stock options, its 
employees have ownership in the firm, and their business decisions can af¬ 
fect the value of the shares they own. As the following comment indicates, 
Amazon believes that its success is highly influenced by its ability to moti¬ 
vate its employees: 

“We will continue to focus on hiring and retaining versatile and talented em¬ 
ployees, and continue to weight their compensation to stock options rather 
than cash. We know our success will be largely affected by our ability to at¬ 
tract and retain a motivated employee base, each of whom must think like, 
and therefore tnust actually be, an owner ." 

—Amazon.com 

How Options Can Cause a Conflict of Interests Stock options can also lead to prob¬ 
lems for a firm's shareholders, however. When the top managers use their 
stock options to obtain the firm's stock, they want to sell that stock during 
a period when the stock's price is high. Although owning stock is supposed 
to encourage managers to improve the firm so that they benefit from a 
higher stock price, stock ownership may tempt them to manipulate the 
financial statements to boost the stock price. In some cases, a firm's man¬ 
agers have increased investor demand for the stock by using accounting 
methods that temporarily boosted the firm's earnings. The high demand 
caused the stock price to rise, allowing the managers to sell their holdings 
of stock at a high price. When investors learned that the firm's earnings 
were exaggerated, they sold their stock, causing the price to decline, but by 
that time the managers had already sold their shares. During the 2001- 
2002 period, managers of several firms, including Enron, Global Crossing, 
and WorldCom, were accused of using accounting to inflate their earnings 
and mislead investors in this way. 

Some firms not only exaggerated their earnings, but failed to disclose 
financial problems. In several cases, managers knew of problems at a firm 
but withheld relevant information from the public until after they had sold 
their holdings of the firm's stock. The managers issued overly optimistic 
financial reports so that other shareholders would not sell the firm's stock 
and cause the price to decline until the managers had sold their shares. 
Thus, the managers were able to benefit at the expense of other investors 
who purchased the stock from them at a high price without realizing the 
firm's financial problems. 

As an example, Enron manipulated its earnings so that they increased 
over 20 consecutive quarters leading up to 2001. Enron's stock price rose 
over time along with the earnings. When investors recognized that Enron 
was manipulating its earnings, however, they dumped the stock, and the 
stock price declined abruptly in 2001. In November 2001, Enron hied for 
bankruptcy. Yet, before Enron's price declined, 29 Enron executives or 
board members sold their holdings of Enron stock for more than $ 1 billion. 
In particular, Enron's CEO sold more than $100 million worth of Enron 
stock before the financial problems were disclosed. The CEO and other 
top managers were able to sell their shares at a high price because other 
shareholders did not know about Enron's problems. Thus, the managers 
benefited at the expense of the other shareholders. Similar abuses have oc¬ 
curred at other firms, although to a lesser extent. 
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commissions 

compensation for meeting specific 
sales objectives 


bonus 

an extra onetime payment at the 
end of a period in which perfor¬ 
mance was measured 


profit sharing 

a portion of the firm's profits is 
paid to employees 


employee benefits 

additional privileges beyond com¬ 
pensation payments, such as paid 
vacation time; health, life, or 
dental insurance; and pension 
programs 


The lesson of the Enron scandal is that managers who receive stock op¬ 
tions as compensation may be tempted to manipulate the firm's stock price 
so that they can sell their shares at a high price. Although managers can¬ 
not control the stock's price directly they can influence the price indirectly 
through the information that they release or withhold. Thus, they have an 
incentive to exaggerate the earnings, issue overly optimistic reports, or 
withhold bad news; by doing so, they can indirectly push the stock price 
higher and then sell their stock holdings at a high price. 

A firm's board of directors should attempt to prevent such abuses. The 
board of directors can enact guidelines that allow the managers or board 
members to sell only a small amount of their stock holdings in any partic¬ 
ular quarter or year. In this way, the managers will not have an incentive 
to create an artificially high stock price in any particular quarter or year be¬ 
cause they will not be able to sell all of their stock at that time. 

Commissions 

Commissions normally represent compensation for meeting specific sales 
objectives. For example, salespeople at many firms receive a base salary, 
plus a percentage of their total sales volume as monetary compensation. 
Commissions are not used for jobs where employee performance cannot 
be as easily measured. 

Bonuses 

A bonus is an extra onetime payment at the end of a period in which per¬ 
formance was measured. Bonuses are usually paid less frequently than 
commissions (such as once a year). A bonus may be paid for efforts to in¬ 
crease revenue, reduce expenses, or improve customer satisfaction. In 
most cases, the bonus is not set by a formula; thus, supervisors have some 
flexibility in determining the bonus for each employee. The total amount 
of bonus funds that are available for employees may be dependent on the 
firm's profits for the year of concern. 

At Disney, 70 percent of the bonus compensation for executives is 
based on specific financial performance measures, such as earnings. The 
advantage of using these types of measures is that executives are encour¬ 
aged to focus on specific financial goals that should also satisfy the com¬ 
pany's shareholders. 

Profit Sharing 

Some firms, such as Continental Airlines and General Motors, offer em¬ 
ployees profit sharing, in which a portion of the firm's profits is paid to em¬ 
ployees. Boeing, J.P. Morgan Chase, and many other firms also offer profit 
sharing to some of their employees. This motivates employees to perform 
in a manner that improves profitability. 

Employee Benefits 

Employees may also receive employee benefits, which are additional 
privileges beyond compensation payments, such as paid vacation time; 
health, life, or dental insurance; and pension programs. Typically, these 
employee benefits are not taxed. Many firms provide substantial employee 
benefits to their employees. The cost of providing health insurance has 
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Small Business Survey 


Do Firms Reward Employees 
for Customer Satisfaction? 

A survey of 164 CEOs asked whether their nonsales employees (not directly involved 
with the sale of products) are rewarded for satisfying customers. The results of the 
survey are summarized in the following chart: 

Firms that reward nonsaies 
employees for satisfying 
customers 
57% 



Firms considering the strategy of Firms that are not rewarding employees for 

rewarding employees for satisfying satisfying customers and are not considering 

customers such a strategy 

23% 20% 

The results suggest that most firms now recognize the importance of customer satis¬ 
faction and are attempting to reward employees to ensure customer satisfaction. 


Small Business Survey 


Which Employee Benefits Are Most Important 
to Employees? 

A recent survey byTransamerica asked employees of small businesses how impor¬ 
tant various employee benefits were to them. Their responses are shown here: 


Very Somewhat Not Very 

Important Important Important 


Retirement contributions 

by employer 44% 40% 16% 

Retirement contributions 

by employee allowed 58% 33% 8% 

Health insurance 

coverage 90% 6% 5% 

Life insurance 

coverage 48% 32% 20% 

Disability insurance 

coverage 59% 32% 9% 

13% 46% 41% 


Stock options 
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Global Busin 


Compensating Employees across Countries 


T he manner in which firms compensate their employees 
may vary across countries. Salary may be perceived as 
less important in a country where personal income tax rates 
are high. If a large portion of the salary is taxed, employees 
may prefer other forms of compensation. The health benefits 
that a firm offers may be less important in countries that pro¬ 
vide free medical services. 

Some U.S. firms, such as Gillette and PepsiCo, offer their 
employees opportunities to purchase their stock at below- 
market prices. Most employees in the United States perceive 
this form of employee compensation as desirable. Employ¬ 
ees in other countries, however, perceive it as less desirable. 
The rules for individuals who purchase stock vary among 
countries. For example, individuals in Brazil, China, and India 
are restricted from purchasing or owning stock under some 
circumstances. The taxes imposed on the profits earned by 


individuals on their stocks also vary across countries, which 
makes stock ownership less desirable for employees based 
in certain countries. Furthermore, individuals in some coun¬ 
tries are more comfortable investing in bank deposits rather 
than in stocks. 

Since employees based in different countries may have 
varying views about compensation, a firm with employees 
in several countries should consider tailoring its compensa¬ 
tion plans to fit the characteristics of each country. The firm 
may provide higher salaries in one country and more health 
benefits in another. Before establishing a compensation 
plan in a given country, the firm should assess the specific 
tax laws of that country and survey individuals to determine 
the types of compensation that are most desirable. When a 
firm designs a compensation plan to fit the country's char¬ 
acteristics, it can improve employee job satisfaction. 


soared in recent years. Many firms, such as Johnson & Johnson, have re¬ 
sponded by offering preventive health-care programs. Some firms now 
give employees incentives to stay healthy by reducing the insurance pre¬ 
miums charged to employees who receive favorable scores on cholesterol 
levels, blood pressure, fitness, and body fat. 

Perquisites 

perquisites 

additional privileges beyond com¬ 
pensation payments and employee 
benefits 

Comparison across Jobs 

The forms of compensation allocated to employees vary with their jobs, as 
shown in Exhibit 11.6. Employees who are directly involved in the pro¬ 
duction process (such as assembly-line workers) tend to receive most of 
their compensation in the form of salary. Low-level managers may also re¬ 
ceive most of their compensation as salary but may receive a small bonus 
and profit sharing. 

Many salespeople in the computer and technology sectors earn more 
compensation in the form of commissions than as salary. High-level man¬ 
agers, such as vice-presidents and CEOs, normally have a high salary and 
the potential for a large bonus. Their employee benefits are also relatively 
large, and they normally are awarded various perks as well. 


Some firms offer perquisites (or "perks") to high-level employees; these 
are additional privileges beyond compensation payments and employee 
benefits. Common perquisites include free parking, a company car, club 
memberships, telephone credit cards, and an expense account. 
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Exhibit 11.6 

How Forms of Compensation 
Can Vary across Job 
Descriptions 


Decision Making 



Perks 
Bonus 
ommissions 
Profit Sharing 
Employee Benefits 
Stock Options 
Salary 











Assembly- Assembly- 
Line Line 

Worker Manager 


Regional Vice- 
Salesperson President 


CEO 


Selecting the Proper Compensation Package 

T he ideal compensation package a firm should offer to its employees is dependent on 
the specific characteristics of the firm. To illustrate, consider Web Czar Company, which 
has three types of job positions: (1) Web design specialists (website designers), who are 
responsible for the development of websites; (2) Web technicians, who provide technical 
assistance to the Web design specialists; and (3) Customer service representatives, who sell 
the Web design services to businesses. 

The compensation varies with the job position. The technicians are paid a salary and 
may receive a bonus if they perform well for the Web design specialists. The Web design 
specialists receive a salary and may receive a bonus if customers are very satisfied with the 
websites they create.The customer service representatives receive a salary and a commis¬ 
sion based on the volume of orders that they solicit from businesses. All employees have 
an incentive to perform well because their compensation is directly tied to their work per¬ 
formance. Web Czar's compensation package has resulted in a large volume of orders due 
to the efforts of the customer representatives and high production quality due to the ef¬ 
forts of the Web design specialists and Web technicians. 

1. Suppose that Web Czar Company offered salaries that were typically 30 percent lower 
than those for similar jobs elsewhere and had a program that would allow employees 
to earn a bonus of up to 50 percent of their salary each year. Would Web Czar be suc¬ 
cessful in recruiting if it typically performed poorly? 

2. Should managers of Web Czar Company who are on the board of directors have a ma¬ 
jor influence on the compensation paid to the CEO? Why or why not? 

ANSWERS: 1. No. The applicants would recognize that the bonus would likely be zero in the future if Web Czar continued to 
perform poorly. 2. No. The managers might want to provide the CEO with an excessive salary so that the CEO would give 
them a large raise. 
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4 

Describe the skills 
of employees that 
firms develop. 


Developing Skills of Employees 


Firms that hire employees provide training to develop various employee 
skills. Motorola has established its own university where each employee re¬ 
ceives at least one week of training per year. A study by the management 
consulting firm Ernst & Young found that firms that invest in training pro¬ 
grams are more profitable. To illustrate the attention that can be given to 
training, consider the case of The Home Depot Company. Its employees fre¬ 
quently interact with customers and need to have sufficient expertise to ex¬ 
plain how various products can be used. The managers interact with the 
employees and with customers. The Home Depot Company has established 
an initiative focused on training, as explained in its recent annual report: 


“We believe our greatest competitive advantage is our people. That's why we 
launched human resources initiatives designed to attract, motivate, and re¬ 
tain the best employees in the industry. Through learning programs for as¬ 
sociates and leadership development of district and store managers, we will 
increasingly shift our store management focus from 'operating a box' to 
'managing a business.'" 

Some of the more common types of training provided to employees are 
discussed next. 


Technical Skills 

Employees must be trained to perform the various tasks they engage in 
daily. Ace Hardware offers courses to train its employees in the use of the 
products that it sells. As factories owned by firms such as General Motors 
and Boeing incorporate more advanced technology, employees receive 
more training. These firms spend millions of dollars every year on training. 
With new development in computer technology, employees of travel agen¬ 
cies, mail-order clothing firms, retail stores, and large corporations must 
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Small Business Survey 


How Do CEOs Allocate Their Time 
When Managing Employees? 

A survey of 280 CEOs of small businesses asked how they allocate their time when 
managing employees. Results of this survey are summarized in the following chart: 


Proportion of CEOs Who Allocate the Most 
Employee-Related Time on That Task 



Training 

17 % 


Notice that 29 percent of the CEOs chose motivation as the employee-related task 
that required the most time. The survey also shows that hiring employees required 
the most time for 13 percent of the CEOs, and training employees required the most 
time for 17 percent of the CEOs. 


receive more training on using computers. In addition, employees who are 
assigned to new jobs will require extra training. Firms recognize that ex¬ 
penses may be incurred each year to continually develop each employee's 
skills. 

Decision-Making Skills 

Firms can benefit from providing their employees with some guidelines to 
consider when making decisions and generating ideas. For example, Xerox 
trains all of its employees to follow a six-step process when generating 
ideas and making decisions. Kodak employees who recently created new 
products are asked to share their knowledge with other employees who 
are attempting to develop new products. Motorola trains its employees to 
apply new technology to develop new products. Ace Hardware offers 
courses on management skills for its managers. 

Customer Service Skills 

Employees who frequently deal with customers need to have customer 
service skills. Many employees in tourism industries such as airlines and 
hotels are trained to satisfy customers. The hotel chain Marriott Interna¬ 
tional provides training on serving customers, with refresher sessions after 
the first and second months. The training is intended not only to ensure 
customer satisfaction but also to provide employees with an orientation 
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that makes them more comfortable (and increases employee satisfaction). 
Ace Hardware offers courses for its managers to develop customer service 
skills. Walt Disney provides extensive training to its newly hired employ¬ 
ees. Customer service skills are also necessary for employees hired by firms 
to sell products or deal with customer complaints. 

Safety Skills 

Firms also educate employees about safety within the work environment. 
This includes training employees on how to use machinery and equipment 
in factories owned by large manufacturing firms, such as Caterpillar and 
Goodyear Tire. United Parcel Service (UPS) implements training programs 
for its employees on handling hazardous materials. Training programs not 
only reassure employees but also reduce health-care and legal expenses 
that could be incurred as a result of work-related injuries. 

Human Relations Skills 

Some training seminars may be necessary for supervisors who lack skills in 
managing other employees. In general, this type of training helps supervi¬ 
sors recognize that their employees not only deserve to be treated properly 
but also will perform better if they are treated well. 

Firms commonly provide seminars on diversity to help employees of 
different races, genders, and religions become more sensitive to other views. 
Denny's offers employee training on diversity to prevent racial discrimina¬ 
tion. Diversity training may enable a firm to create an environment in 
which people work together more effectively, thereby improving the firm's 
performance. It may also prevent friction between employees and thus can 
possibly prevent discrimination or harassment lawsuits against the firm. 

Training seminars are also designed to improve relationships among 
employees across various divisions so that employees can work together in 
teams. For example. Motorola and Xerox provide seminars on teamwork 
for employees. Anheuser-Busch organizes regular meetings between em¬ 
ployees and executives. 


Pfizer provides training to its 
employees and to various 
sales representatives about 
different types of Pfizer prod¬ 
ucts, so that they can more 
easily sell these products. 
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Decision Making 



Explain how the 
performance of 
employees can 
be evaluated. 


Training Employees 

T he specific methods used to develop employee skills at a firm are dependent on the 
characteristics of the firm. Recall that Web Czar Company has three types of employees. 
The Web technicians are required to periodically take courses that cover the latest technol¬ 
ogy for website design. The Web design specialists are required to take classes that update 
them on trends in website design. The customer service representatives also receive train¬ 
ing in website design and in communication because they often must explain various web¬ 
site features in nontechnical terms. As a result of the training, the employees at Web Czar 
Company have improved the quality of the their website design services, which has led to 
an increased demand and higher revenue. In addition, their training has allowed them to 
provide the services more efficiently, which has led to a reduction in production expenses. 
Overall, their training has resulted in higher profits. 

1. Explain how Web Czar's need to develop the skills of its employees is related to its hiring 
process. 

2. Explain why some training may be necessary over time, even when the employees are 
fully qualified. 

ANSWERS: 1. If it hires more qualified employees, it may not need to develop their skills. 2. Technology changes over time, 
so employees may require training to ensure that they understand the latest technology. 


Evaluation of Employee Performance 


Employees often perceive performance evaluation as only a method for al¬ 
locating raises. Yet, if supervisors properly conduct the evaluation, it can 
also provide feedback and direction to employees. An evaluation should 
indicate an employee's strengths and weaknesses and may influence an 
employee's chances of being promoted within the firm in the future. 

Segmenting the Evaluation into Different Criteria 

The overall performance of most employees is normally based on multiple 
criteria. Therefore, an evaluation can best be conducted by segmenting the 
evaluation into the criteria that are relevant for each particular job posi¬ 
tion. For example, consider employees who have excellent technical skill s 
for their jobs, but are not dependable. Since they rate high on one criterion 
and low on another, their overall performance might be evaluated as about 
average. An average rating for overall performance, however, does not 
specifically pinpoint the employees' favorable or unfavorable work habits. 

Segmenting performance evaluation into different criteria can help su¬ 
pervisors pinpoint specific strengths and weaknesses. Evaluating each cri¬ 
terion separately provides more specific information to employees about 
how they may improve. In our example, the employees who receive a low 
rating on dependability can focus on improving that behavior. Further¬ 
more, these employees can see from their evaluation that their supervisor 
recognized their strong technical skills. Without a detailed evaluation, em¬ 
ployees may not recognize what tasks they do well (in the opinion of su¬ 
pervisors) and what specific weaknesses need to be improved. 

Objective versus Subjective Criteria Some performance criteria are objective, 
such as parts produced per week, number of days absent, percentage of 
deadlines missed, and proportion of defective parts caused by employee er- 
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Exhibit 1J.7 

Examples of Direct Measures 
of Performance 


Job Position 

Direct Measures of Performance 

Salesperson 

Dollar volume of sales over a specific period 

Number of new customers 

Number of delinquent accounts collected 

Net sales per month in territory 

Manager 

Number of employee grievances 

Cost reductions 

Absenteeism 

Unit safety record 

Timeliness in completing appraisals 

Employee satisfaction with manager 

Division production 

Diversity of new hires 

Administrative assistant 

Number of letters prepared 

Word processing speed 

Number of errors in filing 

Number of tasks returned for reprocessing 

Number of calls screened 


rors. Examples of direct measures of performance are provided for specific 
job positions in Exhibit 11.7 to illustrate how the measures vary by type of 
job. Other characteristics not shown in Exhibit 11.7 that are commonly as¬ 
sessed for some job positions include organization, communication, and 
decision-making skills. 

Some criteria are less objective but still important. For example, some¬ 
times the quality of work cannot be measured by part defects because 
many jobs do not focus on producing a single product. Therefore, quality 
of work may be subjectively assessed by a supervisor. Also, the willingness 
of an employee to help other employees is an important criterion that is 
subjective. 

Using a Performance Evaluation Form 

Supervisors are typically required to complete a performance evalua¬ 
tion form at the end of each year. An example of such a form is shown in 
Exhibit 11.8. When supervisors measure the performance of employees, 
they normally classify the employee in one of several categories such as 
the following: (1) outstanding, (2) above average, (3) average, (4) below 
average, and (5) poor. The set of criteria can be more specific for particu¬ 
lar jobs within the firm. For example, assembly-line workers may be rated 
by the total components produced and production quality. A company 
salesperson may be evaluated by the number of computers sold and the 
quality of service provided to customers. It is important that supervisors 
inform employees of the criteria by which they will be rated. Otherwise, 
they may allocate too much time to tasks that supervisors view as less 
important. 

Assigning Weights to the Criteria 

An employee's ratings on all relevant criteria can be combined to de¬ 
termine the employee's overall performance level. Some firms use sys¬ 
tems that weight and rate the criteria used to evaluate the employee. For 
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Exhibit 1_1.8 

Example of Performance Appraisal Form 

Employee Name_Date_ 

Position_ 

Behavior Ratings: Check the one characteristic that best applies. 

Quality of Work (refers to accuracy and margin of error): 

_1. Makes errors frequently and repeatedly 

_2. Often makes errors 

_3. Is accurate; makes occasional errors 

_4. Is accurate; rarely makes errors 

_5. Is exacting and precise 

Quantity of Work (refers to amount of production or results): 

_1. Usually does not complete workload as assigned 

_2. Often accomplishes part of a task 

_3. Handles workload as assigned 

_4. Turns out more work than requested 

_5. Handles an unusually large volume of work 

Timeliness (refers to completion of task, within time allowed): 

_1. Does not complete duties on time 

_2. Is often late in completing tasks 

_3. Completes tasks on time 

_4. Usually completes tasks in advance of deadlines 

_5. Always completes all tasks in advance of deadlines 

Attendance and Punctuality (refers to adhering to work schedule assigned): 

_1. Is usually tardy or absent 

_2. Is often tardy or absent 

_3. Normally is not tardy or absent 

_4. Makes a point of being on the job and on time 

_5. Is extremely conscientious about attendance 

Responsibility (refers to completing assignments and projects): 

_1. Usually does not assume responsibility for completing assignments 

_2. Is at times reluctant to accept delegated responsibility 

_3. Accepts and discharges delegated duties willingly 

_4. Accepts additional responsibility 

_5. Is a self-starter who seeks out more effective ways to achieve results or seeks additional responsibilities 

Cooperation with Others (refers to working and communicating with supervisors and co-workers): 

_1. Has difficulty working with others and often complains when given assignments 

_2. Sometimes has difficulty working with others and often complains when given assignments 

_3. Usually is agreeable and obliging; generally helps out when requested 

_4. Works well with others; welcomes assignments and is quick to offer assistance 

_5. Is an outstanding team worker; always assists others and continually encourages cooperation by setting 

an excellent example 

Performance Summary (include strong areas and areas for future emphasis in improving performance or developing 
additional job skills): 

Employee Comments or Concerns: 

Signatures: 

Human Resource Manager_Date_ 

Employee_Date_ 

Supervisor_Date_ 
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example, bank tellers may be rated according to their speed in handling 
customer transactions, their quality (accuracy) in handling money trans¬ 
actions, and their ability to satisfy customers. The speed may be monitored 
by supervisors over time, while accuracy is measured by balancing the ac¬ 
counts at the end of each day, and customer satisfaction is measured from 
customer feedback over time. 

The different criteria must also be weighted separately because some 
of the employee's assignments may be considered more important than 
others. Using our example, assume that the weights are determined as 
follows: 


Speed in handling customer transactions 

30% 

Accuracy in handling customer transactions 

50% 

Satisfying customers 

20% 


100 % 


The sum of the weights of all criteria should be 100 percent. The weight¬ 
ing system should be communicated to employees when they begin a job 
position so that they understand what characteristics are most important 
within the evaluation. 

To demonstrate how an overall performance measure is derived, as¬ 
sume that in our example the supervisor rated the bank teller as shown in 
Exhibit 11.9. The overall rating is the weighted average of 4.5; this rating is 
between "above average" and "outstanding." Other bank tellers could also 
be periodically rated in this manner. At the end of each year, the ratings 
may be used to determine the raise for each teller. The ratings may also be 
reviewed along with other characteristics (such as experience) when the 
employees are considered for a promotion. 

This system of developing an overall rating is more appropriate when 
a few key criteria can be used to assess an employee throughout a period. 
When employees have numerous job assignments, however, accounting 
for all types of assignments within the performance evaluation is more 
difficult. Nevertheless, some of the assignments may be combined into a 
single characteristic, such as "customer service" or "ability to complete 
tasks on time." 

Some supervisors may believe that a weighted system is too structured 
and does not account for some relevant characteristics, such as ability to 
get along with other employees. Nevertheless, characteristics like these 
could be included within the weighting system. 


Exhibit 11.9 

Characteristic 

Rating 

Weight 

Weighted Rating 

Developing an Overall Rating 

Speed in handling 
customer transactions 

4 (above average) 

30% 

4 X 30% = 1.2 


Accuracy in handling 
customer transactions 

5 (outstanding) 

50% 

5 X 50% = 2.5 


Satisfying customers 

4 (above average) 

20% 

4X20%= .8 





Overall rating = 4.5 
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Cross Functional Teamwork 

How Job Responsibilities across Business Functions 
Can Complicate Performance Evaluations 


F irms have increasingly encouraged employees to per¬ 
form a variety of business functions to achieve higher 
levels of job satisfaction and efficiency. Although this form 
of job enlargement has been successful, it can complicate 
the evaluation of an employee's performance. Consider an 
employee of a sporting goods store whose only responsibil¬ 
ity is stringing tennis rackets. The performance of this em¬ 
ployee is judged by the number of tennis rackets strung 
and the quality of the stringing (as measured by customer 
feedback). 

The employee's responsibilities are then enlarged to 
include visiting country clubs and selling tennis rackets to 
them. Whereas the employee's initial job focused on as¬ 


sembly of tennis rackets, the enlarged responsibilities in¬ 
volve marketing the tennis rackets. Furthermore, other em¬ 
ployees are also involved in stringing rackets and making 
sales calls to country clubs. 

The performance evaluation of the employee has be¬ 
come more complicated for two reasons. First, more than 
one task now must be assessed. Second, other employees 
are also involved in completing these tasks, which makes 
it difficult to measure one employee's individual contribu¬ 
tion. That is, a firm can easily assess the performance of a 
team of employees, but it cannot easily assess the perfor¬ 
mance of each employee within the team. 


Steps for Proper Performance Evaluation 

Firms can follow specific steps for performance evaluation that demon¬ 
strate fairness and recognition of employees' rights and also satisfy legal 
guidelines: 

1. Supervisors should communicate job responsibilities to employees 
when they are hired. Supervisors should also communicate any 
changes in employee job responsibilities over time. This communica¬ 
tion can be done orally, but it should be backed up with a letter to the 
employee. The letters are not as personal as oral communication, but 
they provide documentation in case a disagreement arises in the future 
about assignments and responsibilities. The letters may not only pro¬ 
vide support to defend against employee lawsuits, but they also force 
supervisors to pinpoint the specific tasks for employees in a particular 
job position. 

2. When supervisors notice that employees have deficiencies, they 
should inform the employees of those deficiencies. This communica¬ 
tion may occur in the form of a standard periodic review. Supervisors 
may prefer to inform employees of deficiencies immediately, rather 
than wait for the review period. Employees should be given a chance 
to respond to the criticism. Supervisors may also allow a short period 
of time for employees to correct the deficiencies. Supervisors should 
also communicate with employees who were evaluated favorably so 
that those employees recognize that their efforts are appreciated. 

3. Supervisors should be consistent when conducting performance eval¬ 
uations. That is, two employees who have a similar deficiency should 
be treated equally in the evaluation process. Many supervisors find it 
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easier to communicate deficiencies to employees who are more willing 

to accept criticism, but it is only fair to treat employees with the same 

deficiencies similarly. 

Action Due to Performance Evaluations 

Some performance evaluations require supervisors to take action. Em¬ 
ployees who receive a very favorable evaluation may deserve some type of 
recognition or even a promotion. If supervisors do not acknowledge such 
outstanding performance, employees may either lose their enthusiasm and 
reduce their effort or search for a new job at a firm that will reward them 
for high performance. Supervisors should acknowledge high performance 
so that the employee will continue to perform well in the future. 

Employees who receive unfavorable evaluations must also be given at¬ 
tention. Supervisors must determine the reasons for poor performance. 
Some reasons (such as a family illness) may have a temporary adverse im¬ 
pact on performance and can be corrected. Other reasons, such as a bad 
attitude, may not be temporary. When supervisors give employees an 
unfavorable evaluation, they must decide whether to take any additional 
actions. If the employees were unaware of their own deficiencies, the un¬ 
favorable evaluation can pinpoint the deficiencies that employees must 
correct. In this case, the supervisor may simply need to monitor the em¬ 
ployees closely and ensure that the deficiencies are corrected. 

If the employees were already aware of their deficiencies before the 
evaluation period, however, they may be unable or unwilling to correct 
them. This situation is more serious, and the supervisor may need to take 
action. The action should be consistent with the firm's guidelines and may 
include reassigning the employees to new jobs, suspending them tempo¬ 
rarily, or firing them. A supervisor's action toward a poorly performing 
worker can affect the attitudes of other employees. If no penalty is imposed 
on an employee for poor performance, other employees may react by re¬ 
ducing their productivity as well. 

Firms must follow certain procedures to fire an employee. These pro¬ 
cedures are intended to prevent firms from firing employees without rea¬ 
son. Specifically, supervisors should identify deficiencies in employees' 
evaluations and give them a chance to respond. 

Dealing with Lawsuits by Fired Employees 

It is not uncommon for employees to sue the firm after being fired. Some 
lawsuits argue that the plaintiff—the fired employee—did not receive due 
process. Others argue that the firing occurred because of discrimination 
based on race, gender, age, religion, or national origin. Many firms with 
numerous employees have been sued for this reason, even when their su¬ 
pervisors have followed all proper procedures. Complaints of discrimina¬ 
tion are first filed with the Equal Employment Opportunity Commission 
(EEOC), which is responsible for enforcing the discrimination laws. About 
20 percent of the complaints filed with the EEOC are judged to state a rea¬ 
sonable cause for the fired employee to take action, while 80 percent of the 
complaints are considered to have no reasonable basis. Even when the 
EEOC believes the complaint is not valid, however, the fired employee can 
still sue the firm. Although the laws that prohibit discrimination have good 
intentions, the court system has not effectively separated the frivolous 
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cases from the valid ones. Consequently, legal expenses for many firms 
have risen substantially. 

Two other factors have also contributed to the surge of employee law¬ 
suits in recent years. First, as of f 991, plaintiffs have a right to a trial by 
jury. Juries are commonly perceived to be more sympathetic toward plain¬ 
tiffs than judges are. Also, juries are perceived as more unpredictable, 
which can be a concern for firms that are sued by employees. A second rea¬ 
son for the rise in lawsuits is that as a result of the Civil Rights Act of 1991, 
plaintiffs can be awarded not only compensatory damages (such as back 
pay) but also punitive damages (to penalize the firm) and legal expenses. 
Therefore, plaintiffs and their attorneys can now receive much larger 
amounts of money. 

Recognizing that employee lawsuits can be very costly, some firms 
have attempted to settle lawsuits before trial to reduce their legal expenses 
and avoid negative publicity. However, settling a lawsuit that has no merit 
may result in other frivolous lawsuits by employees. 

Furthermore, a firm should not ignore an employee's deficiencies out 
of fear that the employee will sue. Doing so will reduce the motivation of 
other employees when they notice that one employee is receiving special 
treatment. Despite the increase in employee lawsuits, firms must still at¬ 
tempt to ensure that their employees are doing the jobs that they are paid 
to do. While firms cannot necessarily avoid employee lawsuits, they can at¬ 
tempt to establish training and performance evaluation guidelines that will 
reduce the chances of lawsuits or increase their chances of winning if a suit 
does occur. The court system has generally sided with firms in cases in 
which supervisors followed proper procedures in bring employees. 

Employee Evaluation of Supervisors 

Some brms allow employees to evaluate their supervisors. The evaluations 
can then be used to measure the managerial abilities of the supervisors, 
upward appraisals These so-called upward appraisals have been used by many brms, includ- 

used to measure the managerial ing AT&T and Dow Chemical. An upward evaluation is more effective if it 

abilities of supervisors j s anonymous. Otherwise, workers may automatically submit a very fa¬ 

vorable evaluation either in the hope that their supervisor will return the 
favor or to avoid retaliation. Evaluations of the supervisor may identify 
debciencies, which can then be corrected so that the supervisor can more 
effectively manage employees in the future. The evaluation form should 
allow each criterion to be evaluated separately so that the supervisor can 
recognize which characteristics need to be improved. 
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Decision Making 


College Health 



Evaluating Employees 

T he manner in which a firm should assess the performance of its employees is depen¬ 
dent on its specific characteristics. To illustrate, consider Web Czar Company. The Web 
design specialists (website designers) evaluate the technicians who work for them based 
on the speed at which the technicians complete their assigned tasks and the quality of their 
work. The Web design specialists are evaluated according to the speed at which they com¬ 
plete website designs and the quality of their work. The quality is measured by a survey of 
the businesses that hired Web Czar to design their websites. The customer service represen¬ 
tatives who sell website design services to businesses are evaluated based on the amount 
of orders that they generate and how satisfied customers were with their service. All of the 
employees understand how they are rated and how they are compensated. As a result, they 
are motivated to perform well. 

1. Explain how the process used by Web Czar Company for evaluating employees is re¬ 
lated to its compensation system. 

2. Explain how the process used by Web Czar Company to evaluate its employees affects 
the motivation of the employees. 

ANSWERS: 1. The evaluations influence the compensation paid. 2. Because the employees understand how they are as¬ 
sessed and realize that they will receive a better evaluation if they exert more effort, they are motivated to work harder. 


Club: Developing Employee skills ano 
Evaluating Performance at CHC 

Sue Kramer realizes that if her employees are trained properly, they will serve the mem¬ 
bers better, and the members will be more satisfied with the health club. 

Therefore, she plans to focus her employee training on three areas. First, when she 
hires her part-time employees, she will stress the need for safety. She wants to ensure that 
each employee understands the potential dangers in using the weight and exercise ma¬ 
chines. Sue will provide all of her members with a booklet on safety, but she also wants 
her employees to understand the safety features so that they can help any members who 
are not using the machines properly. Second, Sue wants to make sure that her employees 
understand the importance of customer relations, especially in a service business like a 
health club. Third, she plans to emphasize human relations skills by explaining the need 
for the part-time employees to work together. 

As Sue tries to decide on a method for evaluating the performance of her employees, 
she again recognizes that a key role of the employees is to satisfy CHC's members. There¬ 
fore, she will rate each employee's customer relations skills.To obtain feedback from mem¬ 
bers about CHC's services, Sue is asking them to complete survey forms. The survey forms 
will ask the members if they have any comments about the individual employees. In addi¬ 
tion, Sue will rate employees according to how well they work with other employees. Now 
that she has identified the specific criteria to be used to evaluate the employees, she will 
communicate these criteria to the employees when she hires them so that they know how 
they will be evaluated. She will also remind them of these criteria during the training in 
customer relations and human relations skills. 




426 PART IV 


MANAGING EMPLOYEES 


Summary 


^3 The main functions involved in 
human resource planning are 

► forecasting human resource 
needs; 

► job analysis, which determines 
the tasks the job position in¬ 
volves and the credentials neces¬ 
sary to qualify for the position; 
and 

► recruiting, which involves 
screening applicants and decid¬ 
ing who to hire. 

When recruiting, managers 
should ensure that they provide 
equal opportunity to all applicants. 
Some very well-known firms have 
made much progress in achieving 
diversity in recent years. Diversity 
can benefit firms because it may en¬ 
courage innovation, it allows for dif¬ 
ferent points of view, and a larger 
proportion of eligible employees 
will be from minority groups in the 
future. 


E3 Compensation packages offered 
by firms can include salary, stock 
options, commissions, bonuses, 
profit sharing, employee benefits, 
and perquisites. 

□ After firms hire employees, 
they commonly provide training to 
enhance technical skills, decision¬ 
making skills, customer service 
skills, safety skills, and human rela¬ 
tions skills. 

^3 The performance of employees 
can be evaluated by segmenting the 
evaluation into different criteria, as¬ 
signing an evaluation rating to each 
criterion, and weighting each crite¬ 
rion. The overall performance rating 
is the weighted average of all criteria 
that were assigned a rating. 

Once supervisors evaluate em¬ 
ployees, they should discuss the 
evaluations with the employees and 
identify any specific strengths, as 


well as any specific weaknesses that 
need to be improved. 

How the Chapter Concepts 
Affect Business 
Performance 

A firm's decisions regarding the hu¬ 
man resource concepts summarized 
here affect its performance. A firm's 
employees are often its most valu¬ 
able resource. Effective human re¬ 
source planning allows the firm to 
anticipate job needs on time. Provid¬ 
ing equal opportunity for job posi¬ 
tions allows the most qualified 
people to attain the job positions. 
Providing proper forms of compen¬ 
sation can motivate employees. 
Proper training can ensure that the 
employees have the skills to perform 
well. An effective system for evaluat¬ 
ing employees and tying compensa¬ 
tion to the evaluations can motivate 
employees to perform well. 
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Key Terms 


bonus 411 

boycott (chap, appendix) 438 
commissions 411 
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craft unions (chap, appendix) 435 
employee benefits 411 
employment test 402 
external recruiting 400 
human resource manager 398 
human resource planning 398 
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(chap, appendix) 435 
injunction (chap, appendix) 439 
internal recruiting 399 
international unions 
(chap, appendix) 435 


job analysis 398 
job description 398 
job specification 398 
labor union (chap, appendix) 435 
Landrum-Griffin Act 
(chap, appendix) 436 
local unions (chap, appendix) 435 
lockout (chap, appendix) 439 
national unions 

(chap, appendix) 435 
Norris-LaGuardia Act 
(chap, appendix) 436 
perquisites 413 
picketing (chap, appendix) 438 
profit sharing 411 
promotion 400 


right-to-work 

(chap, appendix) 436 
salary 408 
stock options 409 
strike (chap, appendix) 438 
Taft-Hartley Act 

(chap, appendix) 436 
upward appraisals 424 
Wagner Act (chap, appendix) 436 
yellow-dog contract 
(chap, appendix) 436 


Review & Critical Thinking Questions 


1. Describe the tasks involved in 
developing a human resource 
plan. 

2. What is the purpose of a job 
analysis? What two documents 
can be developed from a job 
analysis? 

3. Distinguish internal recruiting 
from external recruiting. 

4. Describe the steps involved in 
the recruiting process to screen 
job applicants. 

5. Describe the various types of 
compensation packages that 
could be offered to employees. 

6. Discuss the types of skills that an 
employee could develop from a 
firm's training program. 

7. How can segmenting an evalua¬ 
tion into different criteria help a 


supervisor pinpoint specific 
strengths and weaknesses of an 
employee's job performance? 

8. Why has the number of em¬ 
ployee lawsuits that claim dis¬ 
crimination increased in recent 
years? How should a firm deal 
with these lawsuits? 

9. How can striving for diversity 
enhance the value of firms? 

10. What is the purpose of an up¬ 
ward appraisal? How should 
such an appraisal be conducted? 

11. How can stock options cause a 
conflict of interest between 
shareholders and the firm's 
managers? What can the board 
of directors do to minimize such 
conflicts of interest? 


12. How can management reduce 
employees' need for union rep¬ 
resentation? (See the chapter 
appendix.) 

13. Despite the drawbacks, why 
might managers prefer to engage 
in external recruiting rather than 
internal recruiting? 

14. Why is it important to provide 
adequate compensation and 
training to employees? 

15. Why should employees be wary 
of top-level executives who are 
paid primarily in stock options? 

16. Why are employee evaluations 
of supervisors important? 

17. What is the difference between 
objective and subjective evalua¬ 
tion criteria? Which work better, 
and why? 
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Discussion Questions 


1. You are a human resource man¬ 
ager and have been assigned to 
develop a compensation policy 
with supplemental pay benefits 
for your employees. What 
benefit do you think employees 
most desire today? 

2. You are a manager and have an 
employee with three years' work 
experience who refuses to be re¬ 
trained. This employee further 
refuses to discuss his perfor¬ 
mance appraisal with you. What 
should your next step be? 

3. How could a firm use the Inter¬ 
net to attract new employees? 
How could it use the Internet to 
evaluate existing employees? 

4. You have just opened a Jeep 
Cherokee dealership. Which of 
your employees would be paid 
salaries? Which would be paid 


hourly wages? Which would 
receive commissions and/or 
perquisites? 

5. You know your firm's chief 
financial officer (CFO). She just 
told you that she will sell her 
shares of the company's stock as 
soon as possible and advises you 
to do the same. What do you 
think this indicates? What do 
you think you should do? 

6. You are a manager in a company 
where a group of workers have 
petitioned for union representa¬ 
tion. What factors would cause 
workers to do this? What can 
managers do to reduce the possi¬ 
bility that workers will vote in 
favor of union representation? 
(See the chapter appendix.) 

7. You are the manager of a manu¬ 
facturing plant. What kinds of 


evaluation criteria would you 
use to evaluate employees? How 
would you go about setting up 
the evaluation process so that all 
employees know where they 
stand? 

8. What are the tradeoffs inherent 
in continuous employee training 
or morale building? 

9. You are a board member who is 
not employed by the firm. You 
are on the compensation com¬ 
mittee and must come up with a 
compensation plan for the CEO 
of the company. What criteria 
would you consider? 

10. You have an employee who feels 
that her manager discriminated 
against her in not promoting her 
to a higher position. What could 
you have done to minimize the 
risk of a lawsuit? 


It’s Your Decision: Hiring and Evaluating 

Employees at CHC 

1. Should Sue Kramer require job applicants at CHC to take drug tests? 

2. What criteria can Sue use to measure the performance of an aerobics instructor that she 
hires? 

3. What steps should Sue take if an employee she hires performs poorly? 

4. Employees at CHC have various tasks, such as responding to members'requests for 
help using exercise machines (this is a production task) and showing prospective mem¬ 
bers around the club (this is a marketing task). If Sue creates a bonus plan that offers a 
bonus to any employee who signs up new members, why might the production quality 
decline? 

5. A health club differs from manufacturing firms in that it produces a service rather than 
products. Explain why a bonus plan for high performance may be more difficult to im¬ 
plement in a service firm such as CHC than for a manufacturing firm. 
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Investing in a Business 


Using the annual report of the firm in which you would 
like to invest, complete the following: 

Does the firm periodically provide special training 
to its employees? If so, provide details. 

Does the firm offer bonuses to its employees as an 
incentive? If so, are the bonuses tied to employee 
performance? Provide details. 

Does the firm offer any other programs that are de¬ 
signed to achieve employee satisfaction, such as a 
flexible work schedule? If so, provide details. 


Q Explain how the business uses technology to hire, 
train, and evaluate employees. For example, does it 
use the Internet to provide information about job 
openings or its compensation programs? 

Q Go to http://hoovers.com and locate the NEWS 
SEARCH. Type in the name of the firm in the 
space provided, and review the recent news stories 
about the firm. Summarize any (at least one) re¬ 
cent news story about the firm that applies to one 
or more of the key concepts in this chapter. 


Case: Filling Job Positions 


George DeCaro, a human resource manager of Bobcat 
International, a manufacturer of bobcats, has just re¬ 
ceived a directive from the president of the company. 
The directive reads: "We have just completed our strat¬ 
egy for the year. The thrust of this strategy is to increase 
our market share by 22 percent over the next three 
years." It continues: "We must be ready for this chal¬ 
lenge by increasing production, and the human re¬ 
source department must staff the organization with 
37 new jobs." 

George's task is to forecast job requirements each 
year for the next three years. George recognizes that 
both internal and external recruiting will have to be 
undertaken. The firm's philosophy is to promote from 
within whenever possible. This procedure promotes 
high morale and contributes to the overall success of the 
organization. However, most of the 37 jobs will have to 
be filled externally. He ponders the sources for recruit¬ 
ing potential job candidates for semiskilled plant jobs 
that pay an hourly rate. 

Another consideration for George is diversity. Bobcat 
is currently not very diversified, and George contem¬ 


plates whether the externally filled positions should be 
used to increase Bobcat's diversity. 

George works well with the firm's president and 
wants to request a meeting to demonstrate how the hu¬ 
man resource department will perform a vital role in 
helping the firm meet its objectives. 

Questions 

Q What is the human resource plan in this case? 
Discuss its major tasks. 

Q What is job analysis in general? How should it be 
used in this case? 

Q Discuss George's sources for recruiting potential 
employees for the plant jobs. 

Q What should be on George's agenda for the meet¬ 
ing with the company's president? 

How could Bobcat benefit from a more diverse 
workforce? 
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Video Case: Recruiting and Training at Valassis Communications 


Valassis Communications, Inc., a leader in the sales pro¬ 
motion industry, creates promotional inserts for news¬ 
papers. Employee selection is vital to Valassis, which 
attributes much of its success to its employees. It consid¬ 
ers hiring the right people to be the most important as¬ 
pect of management. Its human resource department is 
very selective when it evaluates job candidates. Because 
the company wants employees who fit into its organiza¬ 
tional culture, the department also tests applicants in 
various ways to determine whether they would fit into 
the company environment. Applicants who can be as¬ 
signed goals and are motivated to meet them are more 
likely to be satisfied working at Valassis. Once hired. 


employees who perform well are rewarded well so that 
Valassis can retain the best employees. For more infor¬ 
mation, visit http://www.valassis.com. 

Questions 

Q What kind of corporate culture does Valassis have? 

Why does Valassis spend so much time and money 
on interviewing job applicants? 

Q What could go wrong if Valassis did not recruit the 
right employees? 


Internet Applications 


1. http://www.careerbuilder.com 

How does this website benefit employees seeking jobs? 
How does it benefit potential employers? Click on "job 
search." Search for a job category of your choice in your 
geographic area. Would you post your resume on this 
website? Why or why not? 

2. http://www.dol.gov 

What does this site tell you about labor standards in the 
United States? How could you use this website to iden¬ 


tify rules that the government has established regarding 
labor laws? 

3. http://www.eeoc.gov 

What does this site tell you about equal opportunity 
hiring practices that encourage diversity? Click on "dis¬ 
criminatory practices." Under which laws and in which 
aspects of employment are employers prohibited from 
discriminating? 


Dell's Secret to Success 


DOLL 


Go to http://www.reportgallery.com and review Dell's 
most recent annual report. Also, go to Dell's website 
(http://www.dell.com) and in the section "about Dell," 
review the background material about Dell that relates 
to this chapter. 


Questions 

jj] Describe Dell's success in achieving a diverse work¬ 
place. 

Q How do you think diversity has resulted in higher 
performance at Dell? 

Q Do you think Dell benefits from providing options 
to buy its stock at a low price as partial compensa¬ 
tion to employees? 
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True or False 

1. Job analysis represents the forecasting of a firm's 
employee needs. 

2. One task of human resource planning is recruiting. 

3. Firms tend to avoid hiring new full-time workers to 
meet temporary needs for higher production levels. 

4. A job specification states the credentials necessary 
to qualify for the position. 

5. Federal laws make it illegal to discriminate on 
the basis of factors not related to potential job 
performance. 

6. Employee benefits such as health insurance and 
dental insurance are taxed. 

7. Firms should offer the same compensation package 
to their workers in foreign countries that they offer 
to employees in their home country. 

8. The overall performance evaluation of most em¬ 
ployees is based on multiple criteria. 

9. Employees perceive performance evaluation as a 
method for allocating wage increases. 

10. Each of the performance criteria must be weighted 
equally to avoid unbalancing the performance 
appraisal. 

Multiple Choice 

11. The document that specifies credentials necessary 
to qualify for the job position is a: 

a) job specification. 

b) job description. 

c) job analysis. 

d) job evaluation. 

e) performance evaluation. 


12. A major responsibility of a human resource man¬ 
ager is to: 

a) help each specific department recruit candidates 
for its open positions. 

b) conduct the performance evaluations for all 
employees. 

c) establish the information system and local area 
network used by the firm's employees. 

d) help select the members of top management 
who will serve on the firm's board of directors. 

e) prevent the formation of labor unions. 

13. The tasks and responsibilities of a job position are 
disclosed in a(n): 

a) job specification. 

b) indenture agreement. 

c) job description. 

d) organization chart. 

e) staffing report. 

14. The process used to determine the tasks and the 
necessary credentials for a particular position is 
referred to as: 

a) job analysis. 

b) job screening. 

c) human resource planning. 

d) human resource forecasting. 

e) recruiting. 

15. Human resource planning includes all of the follow¬ 
ing tasks except: 

a) designing the appropriate compensation 
package. 

b) performing job analysis. 

c) forecasting employment needs. 

d) recruiting. 
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16. If firms wish to avoid hiring during a temporary 

increase in production, they can offer_ 

to existing workers. 

a) overtime 

b) vacations 

c) training programs 

d) affirmative action 

e) orientation programs 

17. When a firm attempts to fill job openings with 
persons it already employs, it is engaging in: 

a) intrapreneurship. 

b) internal recruiting. 

c) entrenchment. 

d) precruiting. 

e) focused recruiting. 

18. A(n)_is an assignment to a higher-level job 

with more responsibility and greater pay. 

a) transfer 

b) lateral assignment 

c) perquisite 

d) upward appraisal 

e) promotion 

19. A firm's human resource manager can obtain de¬ 
tailed information about the applicant's past work 
experience through a(n): 

a) employment test. 

b) physical exam. 

c) interview. 

d) orientation program. 

e) job analysis. 

20. A step in the recruiting process that involves screen¬ 
ing applicants is the: 

a) training procedure. 

b) orientation procedure. 

c) upward appraisal. 

d) interview. 

e) probation period. 


21. All of the following are advantages of diversity in 
the workplace except: 

a) increased innovation. 

b) less chance of discrimination lawsuits. 

c) enhanced ability to interact with customers. 

d) better access to the pool of eligible employees. 

e) a change in the production process. 

22. A company gives employees the right to purchase 
its stock at a specified price when it provides them 
with: 

a) presumptive rights. 

b) an indenture agreement. 

c) stock options. 

d) a stock preference. 

e) a closed-end agreement. 

23. The use of stock options as a means of 
compensation: 

a) legally can be provided only to top executives 
and members of the board of directors. 

b) is declining in popularity since options reduce 
the firm's profits. 

c) is opposed by labor unions, since options are 
available only to nonunion employees. 

d) may tempt managers to manipulate financial 
statements to boost stock prices. 

e) has allowed workers in many firms to control 
who serves on the board of directors of their 
firm. 

24. The case of Enron and other corporate scandals 
shows that managers who receive stock options 
may be tempted to do all of the following except: 

a) magnify company expenses. 

b) manipulate the stock price. 

c) exaggerate company earnings. 

d) issue overly optimistic reports. 

e) withhold bad news. 
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25. An extra onetime payment at the end of a period in 
which performance was measured is a: 

a) salary. 

b) wage. 

c) stock option. 

d) piece rate. 

e) bonus. 

26. _normally represent compensation for 

achieving specific sales objectives and often are 
part of the compensation received by people work¬ 
ing in sales positions. 

a) Pensions 

b) Commissions 

c) Perquisites 

d) Stock options 

e) Dividends 

27. Additional privileges given to high-level employees, 
such as a company car or membership in an exclu¬ 
sive club, are known as: 

a) professional privileges. 

b) commissions. 

c) executive options. 

d) perquisites. 

e) golden parachutes. 

28. _are additional privileges, such as paid vaca¬ 

tion time and health and dental insurance, given to 
most or all employees. 

a) Employee benefits 

b) Perquisites 

c) Commissions 

d) Implicit compensations 

e) Kickbacks 


29. Employees who are directly involved in the produc¬ 
tion process (such as assembly-line workers) tend to 
receive most of their compensation in the form of a: 

a) bonus. 

b) commission. 

c) salary. 

d) stock option. 

e) perquisite. 

30. If a manager is having difficulties managing his or 

her subordinates,_would be recommended. 

a) human relationstraining 

b) safety skillstraining 

c) decision-making skill training 

d) customer service training 

e) technical training 

31. A performance evaluation: 

a) should avoid subjective criteria because they are 
impossible to measure with any accuracy. 

b) is only useful as a means of determining whether 
employees qualify for pay raises. 

c) is typically based on multiple criteria, some of 
which are objective while others are subjective. 

d) is only necessary for workers who are likely can¬ 
didates for higher-level positions. 

e) should be given only to workers who are experi¬ 
encing job-related problems. 

32. The following are objective criteria in performance 
evaluation except for: 

a) parts produced per week. 

b) number of days absent. 

c) percentage of deadlines missed. 

d) defective parts produced by employee errors. 

e) willingness of an employee to help other 
employees. 
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33. If an employee receives a poor performance ap¬ 
praisal, the first action that should be taken is: 

a) communicating the performance criteria to the 
employee. 

b) terminating the employee. 

c) determining the reasons for poor performance. 

d) suspending the employee. 

e) reassigning the employee. 

34. When firms allow employees to evaluate their 
supervisors, this process is known as a(n): 

a) management audit. 

b) upward appraisal. 

c) forward appraisal. 

d) peer review. 

e) executive evaluation. 

35. When employees evaluate their supervisors, the 
results are likely to be more meaningful if the ap¬ 
praisal is done: 

a) verbally, with nothing put in writing. 

b) without the supervisor's knowledge. 

c) no more than once every two years. 

d) anonymously. 

e) only by employees who have known the 
supervisor for more than two years. 


36. Lawsuits against firms by fired employees: 

a) have become much less common in recent 
years. 

b) allow the fired employees to collect compensa¬ 
tory damages, but not punitive damages. 

c) are decided by a judge rather than a jury. 

d) usually should be settled out of court as soon as 
possible to avoid negative publicity. 

e) are usually settled in favor of the firm if supervi¬ 
sors followed proper procedures when firing the 
employees. 
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Chapter 11 Appendix 

Labor Unions 



A labor union is established to represent the views, needs, and concerns of 
labor. A union can attempt to determine the needs of its workers and then 
negotiate with the firm's management to satisfy those needs. The needs 
may include job security, safer working conditions, and higher salaries. The 
union may be able to negotiate for the workers better than they can them¬ 
selves, because the workers do not have the time or the expertise for ne¬ 
gotiating with management. Furthermore, management would not have 
the time to deal with each worker's needs separately. The union serves as 
the representative for all workers. 


Background on Unions 


Unions can be classified as either craft or industrial. Craft unions are orga¬ 
nized according to a specific craft (or trade), such as plumbing. Industrial 
unions are organized for a specific industry. Unions can also be classified as 
either local or national. Local unions are composed of members in a 
specified local area. National unions are composed of members through¬ 
out the country. Some local unions are part of a national union. Interna¬ 
tional unions have members in several countries. 

History of Union Activities 

The popularity of unions has been affected by various laws, summa¬ 
rized next. 


labor union 

an association established to 
represent the views, needs, and 
concerns of labor 

craft unions 

unions organized according to a 
specific craft (or trade), such as 
plumbing 

industrial unions 

unions organized for a specific 
industry 

local unions 

unions composed of members in 
a specified local area 

national unions 

unions composed of members 
throughout the country 

international unions 

unions that have members in 
several countries 


The Norris-LaGuardia Act Before 1932, the courts commonly accommodated 
employer requests to issue injunctions against unions. In 1932, Congress 
passed the Norris-LaGuardia Act, which restricted the use of injunctions 
against unions and allowed unions to publicize a labor dispute. It also pro¬ 
hibited employers from forcing workers to sign a yellow-dog contract, 
which was a contract requiring employees to refrain from joining a union 
as a condition of employment. 

The Wagner Act Even with the Norris-LaGuardia Act, firms were able to dis¬ 
courage employees from joining or organizing unions. The Wagner Act 
(also referred to as the National Labor Relations Act) prohibited firms from 
interfering with workers' efforts to organize or join unions. Employers 
could not discriminate against employees who participated in union activ¬ 
ities. In addition, the act required employers to negotiate with the union 
representing employees. 

The Taft-Hartley Act Although the Wagner Act reduced employer discrimi¬ 
nation against union participants, it was unable to reduce the number of 
strikes. The Taft-Hartley Act, an amendment to the Wagner Act, prohib¬ 
ited unions from pressuring employees to join. An exception is the union 
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Norris-LaGuardia Act 

restricted the use of injunctions 
against unions and allowed unions 
to publicize a labor dispute 


shop, where new employees are required to join the union. The right-to- 
work section of this act allows states to prohibit union shops (several states 
have used this power). 


yellow-dog contract 

a contract requiring employees to 
refrain from joining a union as a 
condition of employment 

Wagner Act 

prohibited firms from interfering 
with workers' efforts to organize 
or join unions 

Taft-Hartley Act 

an amendment to the Wagner Act 
that prohibited unions from pres¬ 
suring employees to join 

right-to-work 

allows states to prohibit union 
shops 

Landrum-Griffin Act 

required labor unions to specify in 
their bylaws the membership eligi¬ 
bility requirements, dues, and col¬ 
lective bargaining procedures 


The Landrum-Griffin Act In 1959, Congress passed the Landrum-Griffin Act 

(originally called the Labor-Management Reporting and Disclosure Act of 
1959). This act required labor unions to specify in their bylaws the mem¬ 
bership eligibility requirements, dues, and collective bargaining procedures. 

Trends in Union Popularity 

Union membership declined slightly in the early 1930s, as firms discour¬ 
aged workers from participating in labor activities. After the Wagner Act 
was passed in 1935, union membership increased rapidly. By 1945, more 
than one-fourth of all workers were union members. During the 1980s 
and 1990s, however, union membership consistently declined. By 2000, 
less than 12 percent of all workers were union members. One of the rea¬ 
sons for the decline was the inability of some unionized firms to compete 
with nonunion firms whose expenses were lower. 


Negotiations between 
Unions and Management 


Contracts between unions and management commonly last for two to 
three years. An attempt is made to agree to a new contract before the ex¬ 
isting contract expires. The union obtains feedback from its members on 
what working conditions need to be improved. The union also obtains data 
on existing wages and employee benefits provided for jobs similar to those 
of members. Management assesses existing conditions and determines the 
types of provisions it may be willing to make. 

Before the actual negotiations begin, the union may offer a proposed 
revision of the existing contract. This proposal often includes very high de¬ 
mands, which management will surely refuse. Management may also of¬ 
fer a proposed revision of the existing contract that the union will surely 
refuse. Normally, the original gap between the two sides is very large. This 
establishes the foundation for negotiations. 

When the union and management meet to negotiate a new contract, 
the more critical issues to be discussed include the following: 

► Salaries 

► Job security 

► Management rights 

► Grievance procedures 

Salaries 

A general concern of unions is to improve or at least maintain their mem¬ 
bers' standard of living. Unions are credited for negotiating high wages for 
their members. Unionized grocery store employees commonly receive at 
least double the salaries of nonunionized employees in the same job posi¬ 
tions. Airline pilot captains of unionized airlines, such as American and 
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Delta, earn more than $100,000 per year, while pilot captains of non- 
unionized airlines commonly earn less than $50,000 per year. 

Unions attempt to negotiate for salary increases that will at least match 
expected increases in the cost of living. They also monitor salaries of work¬ 
ers at other firms to determine the salary increases that they will request. 
For example, the United Auto Workers (UAW) commonly uses the content 
of its contract with one car manufacturer to negotiate its new contract with 
another car manufacturer. 

If the firm has experienced high profits in recent years, a union may 
use this as reason to negotiate for large wage increases. Conversely, firms 
that recently experienced losses will argue that they cannot afford to make 
pay increases. When pilots at Continental Airlines did not receive a salary 
increase over several years, poor relations developed between the pilots 
and management at Continental. 

Job Security 

Job security is a key issue from the perspective of workers. They want to 
be assured of a job until retirement. Management may not be willing to 
guarantee job security but may at least specify the conditions under which 
workers will be laid off. Workers with less seniority are more likely to be 
laid off. 

Although unions are unable to force management to guarantee life¬ 
time jobs, they are somewhat successful at obtaining supplemental unem¬ 
ployment benefits for workers. Firms that offer these benefits contribute 
an amount for each hour worked into a fund. The fund is used to com¬ 
pensate workers who are laid off. This compensation is a supplement to the 
normal unemployment compensation workers receive. 

Unions may also attempt to prevent management from replacing 
workers with machines. Management may agree to such demands if the 
unions reduce some of their other demands. Unions emphasize this issue 
in industries such as automobile manufacturing, where some tasks are 
highly repetitive and therefore workers are more likely to be replaced by 
machines. 

For some workers, job security may be more important than higher 
wages. Therefore, firms that are willing to provide job security may not 
have to provide large increases in wages. 

Management Rights 

Management expects to have various rights as to how it manages its work¬ 
ers. For example, the union-management contract may state a specified 
number of work hours. Management may also retain the rights to make 
hiring, promotional, and transferring decisions without influence by 
unions. 

Grievance Procedures 

A grievance is a complaint made by an employee or the union. Contracts 
between a union and management specify procedures for resolving a 
grievance. The first step normally calls for a meeting between the em¬ 
ployee, his or her supervisor, and a union representative. If this meeting 
does not resolve the grievance, the union normally meets with high-level 
managers. 
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Conflicts between Unions and Management 


picketing 

walking around near the em¬ 
ployer's building with signs 
complaining of poor working 
conditions 

boycott 

refusing to purchase products 
and services 

strike 

a discontinuation of employee 
services 


Unions use various methods to bargain for better working conditions or 
higher compensation. Employees may attempt to pressure management by 
picketing, or walking around near the employer's building with signs com¬ 
plaining of poor working conditions. Employees can also boycott the prod¬ 
ucts and services offered by refusing to purchase them. 

Labor Strikes 

A more dramatic method of bargaining is a strike, which is a discontinua¬ 
tion of employee services. Two recent well-publicized strikes were those by 
employees at UPS and at General Motors. The goal of the UPS strike was to 
achieve better wages. The objective of the General Motors strike was to en¬ 
sure that some of GM's plants would not be closed. 

The impact of a strike on a firm depends on the firm's ability to carry 
on operations during the strike. For example, if all machinists of a manu¬ 
facturing firm strike, the firm's production will be severely reduced unless 
its other workers can substitute. Most firms carry an inventory of finished 
products that may be used to accommodate orders during the strike, How- 
ever, even a large inventory will not be sufficient if the strike lasts long 
enough. 

The publicity of a strike can reduce a firm's perceived credibility. Even 
though a strike is only temporary, it can create permanent damage. Some 
firms have long-term arrangements with other companies to provide a 
specified volume of supplies periodically. If these companies fear that their 
orders will not be satisfied because of a strike, they will search for a firm 
that is less likely to experience a strike. 

To illustrate how the dissatisfaction of employees can affect a firm's 
value, consider the case of Caterpillar. About 14,000 of Caterpillar's work¬ 
ers went on strike on June 21, 1994. Exhibit 11.A1 shows the stock price 
of Caterpillar around the time of the strike. Notice how the stock price de¬ 
clined by more than $4 per share in response to the strike. The strike lasted 
more than 17 months. Caterpillar replaced many of the strikers with tem¬ 
porary workers and experienced record earnings over the strike period. By 
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injunction 

a court order to prevent a union 
from a particular activity such as 
picketing 

lockout 

prevents employees from working 
until an agreement between man¬ 
agement and labor is reached 


the end of the strike, about one-third of the strikers returned to work with¬ 
out any compromise by Caterpillar. 

Management's Response to Strikes 

Management may respond to union pressure by obtaining an injunction, 
which is a court order to prevent the union from a particular activity such 
as picketing. Alternatively, it could use a lockout, which prevents employ¬ 
ees from working until an agreement between management and labor is 
reached. 

Another common response by management is to show how large 
benefits to workers will possibly result in the firm's failure, which would 
effectively terminate all jobs. The management of Northwest Airlines and 
US Air (now US Airways) used this approach in the mid-1990s to prevent 
excessive demands by the union. In 2005, Delta Airlines and Northwest 
Airlines used this strategy. Some airlines have recently offered its pilots par¬ 
tial ownership of the firm in place of salary increases. 

The amount of bargaining power a union has is partially dependent on 
whether the firm can easily replace employees who go on strike. For ex¬ 
ample, an airline cannot easily replace pilots in a short period of time be¬ 
cause of the extensive training needed. Other workers with specialized 
mechanical skills also have some bargaining power. When 33,000 ma¬ 
chinists of Boeing (a producer of aircraft) went on strike in 1995, they 
forced Boeing to provide a larger salary increase as an incentive to end the 
strike. However, a strike by workers at Bridgestone/Firestone (a producer 
of tires) was not as successful, as the firm hired replacement workers. 

Management's Criticism of Unions 

Unions are criticized by management for several reasons, some of which 
are discussed here. 

Higher Prices or Lower Profits If unions achieve high wages for employees, 
firms may pass the increase on to consumers in the form of higher prices. 
If firms do not pass the increase on, their profits may be reduced and 
the shareholders of the firm will be adversely affected. In essence, the 
disadvantages to the consumers or shareholders offset the benefits to 
employees. 

A related criticism is that high wages resulting from the union can re¬ 
duce the firm's ability to compete internationally. This was a major criti¬ 
cism during the 1980s, when many foreign competitors increased their 
market share in the United States. 

Adverse Impact on Economic Conditions A decision to strike by some unions 
can severely damage a given industry. Unions have the power to close 
large manufacturing plants, shut down an airline's operations, or even 
halt garbage collection. Some shutdowns can have a severe impact on the 
local area. 

Production Inefficiency Some unions have negotiated for a minimum num¬ 
ber of workers to perform a specific task. In some cases, the number of 
workers has exceeded the number actually needed. A related criticism is 
that workers are sometimes perceived to be protected from being bred if 
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they are in a union. A firm may be unwilling to fire an unproductive 
employee if it believes the union will file a grievance. If a firm retains un¬ 
productive workers, its efficiency is reduced, and its cost of production 
increases. 

How Firms Reduce Employees' Desire for a Union 

The management of some firms has consistently maintained good relations 
with labor. Consequently, labor has not attempted to organize a union. The 
following guidelines are some of the more common methods used to main¬ 
tain good relations with employees: 

1. Management should promote employees from within so that employ¬ 
ees are satisfied with their career paths. 

2. Management should attempt to avoid layoffs so that employees do not 
feel threatened whenever business slows down. This may be achieved 
by reassigning job positions to some employees who are no longer 
needed in their original positions. 

3. Management should allow employees responsibility and input into 
some decisions. Labor contracts between labor and management may 
require labor-management committees to be created at each plant to 
develop methods for improving efficiency. This is a classic example of 
considering input from employees. 

4. Management should maintain reasonable working conditions to dem¬ 
onstrate fairness to employees. 

5. Management should offer reasonable and competitive wages so that 
employees feel properly rewarded and are not continually quitting to 
take other jobs. 

The points just listed represent the key provisions for which unions ne¬ 
gotiate. If the firm adheres to these guidelines, workers may not need to 
organize a union. 


Managing employees 
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Developing the Human Resource 
Plan for Campus.com 

Motivating Employees (related to Chapter 10) 

In your business plan for Campus.com, describe how you can offer favorable working 
conditions (do not include compensation here) that will motivate the employees 
whom you may need to hire over time. That is, explain how you will ensure that em¬ 
ployees help you achieve high performance and are willing to continue working at 
this business for several years. Identify any disadvantages of these methods that may 
limit their effectiveness. 

Evaluating Employees (related to Chapter 11) 

In your business plan for Campus.com, describe how you will assess the performance 
of your employees. How can you compensate the employees in a manner that will 
ensure that they will try to maximize the performance of the firm? 

Communication and Teamwork 

You (or your team) may be asked by your instructor to hand in and/or present the 
part of your business plan that relates to this part of the text. 


Integrative Video Case: Effective Management (Cafe Pilon) 



Cafe Pilon is the premier Cuban espresso company in the world. It is run by the third 
generation of the Soto family, who have been in the coffee roasting business since 
1865. Pilon was a national brand of coffee in Cuba, and when the father started the 
business, he obtained financing from an investor and bought the Pilon name when 
the founder retired. The current members of the Soto family, who came to the United 
States from Cuba in 1965, attribute the success of their company to several factors, in¬ 
cluding hard work and perseverance. They initially went door to door winning busi¬ 
ness by giving away coffee. Now, 80 percent of the company's customers are grocery 
stores, and the other 20 percent are restaurants, cafes, and hospitals. Cafe Pilon also 
customizes orders for large customers who want a special blend. The company says 
that buying the right quality is more important than buying at the right price. Cafe 
Pilon uses the Internet to sell its coffee and attract new customers. 

Questions 

Q Explain how effective production of products by Pilon is related to marketing. 

J Explain why the reasons for Cafe Pilon's success may result in improved employee 
performance. 

Q What does Cafe Pilon prize in its employees? 

Q Why does the Soto family maintain the Pilon name on its coffees rather than 
using the name Soto? 
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The Stock Market Game 



Check the performance of your investment. 

Check Your Performance 

Q What is the value of your stock investment today? 

Q What is your return on your investment? 

Q How does your return compare to those of other students? (This comparison tells 
you whether your stock's performance is relatively high or low.) 

Explaining Your Stock Performance 

Stock prices are frequently influenced by changes in the firm's management policies 
toward its employees, including new policies for awarding bonuses or other compen¬ 
sation. A stock's price may increase if such management policies are changed and in¬ 
vestors expect the changes to improve the firm's performance. A stock's price can also 
decrease if the policy changes are expected to reduce the firm's performance. Review 
the latest news about your stocks. 

Q Determine whether the price of your stock was affected (since you purchased it) 
as a result of the firm's motivation and personnel policy changes (the main topic 
in this part of the text). 

Q Identify the specific change in managerial policies related to motivation or person¬ 
nel decisions that caused the stock price to change. 

Q Did the stock's price increase or decrease in response to the announcement of new 
policies related to employee motivation or personnel? 




Running Your Own Business 



Q How can you empower your employees so that they have an incentive to perform 
well? 

Q Describe how you might encourage your employees to use teamwork. 

Q Describe how each of the theories discussed in this part of the text would apply to 
your employees or yourself. 

Q Develop a job description for the employees that you would need to hire for your 
business. Include the required education and skills within the job description. 

Q Describe the training (if any) that you would have to provide to any employees 
you hire for your business. 

Q Describe how you would compensate your employees. Would you offer bonuses 
as an incentive? If so, describe how you would determine the bonus. 

] Describe the criteria you would use to evaluate the performance of your 
employees. 

Q Describe how you could use the Internet to attract new employees or to motivate 
existing employees. 
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Your Career in Business: 


Pursuing a Major and a Career 
in Human Resources 



If you are very interested in the topics covered in this section, you may want to con¬ 
sider a major in Human Resources (sometimes referred to as "Personnel Manage¬ 
ment"). Some of the courses commonly taken by Human Resource majors are 

summarized here. 

Common Courses for Human Resource Majors 

► Organizational Behavior —Provides a broad overview of key managerial func¬ 
tions, such as organizing, motivating employees, planning, controlling, and 
teamwork. 

► Management Environment —Focuses on the environment in which managers 
work and the responsibilities of managers to society and to regulators. 

► Human Resource Management —Focuses on the processes of hiring, training, 
evaluating performance, and compensating employees. 

► Labor Relations —Examines the labor contract relationships among managers, 
subordinates, and unions; also covers the process of negotiating. 

► Management Strategy —Focuses on the competitive environment faced by a firm 
and strategies used by a firm's managers to increase its growth or improve its 
performance. 

► Management Systems —Explains the application of computer software and sys¬ 
tems to facilitate decision making. 

► Psychology —In particular, courses that attempt to explain human behavior and 
the human response to penalties, rewards, and incentives. 
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Careers in Human Resources 

Information about job positions, salaries, and careers for students who major in Hu¬ 
man Resources can be found at the following websites: 

► Job position websites: 

http://jobsearch.monster.com Administrative and Support Services, 

Consulting Services, and Human 
Resources. 

http://careers.yahoo.com Management Consulting. 

► Salary website: 

http://collegejournal.com/salarydata Consulting, Human Resources, and 

Logistics. 

Some of the job positions described at these websites may require work experience or 
a graduate degree. 


Part V 

Marketing 























arketing can be 
broadly defined as the 
actions of firms to plan 
and execute the design, pricing, 
distribution, and promotion of 
products. A firm's marketing mix 
is the combination of the prod¬ 
uct, pricing, distribution, and 
promotion strategies used to sell 
products. 

In applying these strategies, 
a firm begins by using marketing 
research to define a consumer 
need. Once a product is devel¬ 
oped to satisfy this need, a pric¬ 
ing decision is made. The pricing 
policy affects the demand for the 
product and therefore affects the 
firm's revenue. Then, a method of 
distributing the product to con¬ 
sumers must be selected. The use 
of intermediaries tends to make 
the product more accessible to 
customers but also results in 
higher prices. Finally, a promo¬ 
tion strategy must be designed 
to make consumers aware of the 
product or to convince them that 
this product is superior to others. 

To recognize how all four 
strategies are used by a single 
firm, consider a computer firm 
that identifies a software package 
that consumers need. The firm 
develops the software (product 
strategy), sets a price for the soft¬ 
ware (pricing strategy), decides 
to sell the software through 
specific computer stores (distri¬ 
bution strategy), and decides to 
advertise the software in maga¬ 
zines (promotion strategy). These 



marketing strategies continue to 
be used as the product follows 
the typical life cycle. For example, 
the firm may conduct marketing 
research to determine whether 
the product should be revised or 
targeted toward a different mar¬ 
ket. The pricing policy could 
change if the target market is re¬ 
vised or if the production costs 
change. The decision regarding 
the channel of distribution will 
be reviewed periodically to de¬ 
termine whether some alterna¬ 
tive channel is more feasible. The 
promotion strategy may be re¬ 
vised in response to changes in 
the target market, pricing, phase 
of the life cycle, or the channel of 
distribution. Chapter 12 focuses 
on the creation and pricing of 
products, Chapter 13 focuses on 
distributing products, and Chap¬ 
ter 14 focuses on promoting 
products. 


Chapter 1 2 

Creating and 
Pricing Products 

Chapter 13 

Distributing 

Products 

Chapter 14 

Promoting 

Products 
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Chapter 

12 


The Learning Goals 
of this chapter are to: 


Define product line and product mix 
and identity the phases of the 
product life cycle. 


Identify the main factors that affect 
a product's target market. 


Identify the steps involved in 
creating a new product. 


Explain the common methods used 
to differentiate a product. 


Identify the factors that influence 
the pricing decision. 


NightLife Film Company's perfor¬ 
mance is highly dependent on the 
products (films) it creates, and the 
prices that it charges for them. 
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Discuss other pricing decisions 
that a firm may make. 





Creating and Pricing Products 


Product strategies dictate the 
types of products that a firm cre¬ 
ates to satisfy customers, whereas 
pricing strategies determine the 
prices to be charged for those 
products. Both strategies influence 
the demand for the products pro¬ 
duced by the firm and therefore 
determine the amount of revenue 
that the firm will generate over a 
particular period. Consider the sit¬ 
uation of NightLife Film Company, 
which produces science fiction 
films that are shown in movie the¬ 
aters. In the past, most of its films 
were targeted to moviegoers rang¬ 
ing in age from 14 to 25 years old. 
When NightLife plans the produc¬ 
tion of new films, it must decide: 

► What types of consumers (tar¬ 
get market) will pay to see its 
films? 


► What steps must it take to cre¬ 
ate new films (products)? 

► Flow can it differentiate its 
films from the films produced 
by its competitors? 

► What is the life cycle of its 
films? 

► When it creates DVDs for its 
films, what price should it 
charge? 

► Should it consider price dis¬ 
counts for some customers? 

If NightLife can successfully deter¬ 
mine the target market that will be 
interested in its films, it can focus 
its advertising on those customers. 
NightLife needs to differentiate its 
business from others to attract 
customers. If it can sustain the 
popularity of its product (and 


therefore the demand) over a long 
period of time, it will generate 
more revenue. Its pricing decisions 
on the films' DVDs are also impor¬ 
tant because those prices will 
affect the amount of revenue 
generated from selling DVDs. 

The types of decisions described 
here are necessary for all busi¬ 
nesses. This chapter explains how 
the product and pricing decisions 
by NightLife Film Company or any 
other firm can be conducted in a 
manner that maximizes the firm's 
value. 
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i 


Define product line 
and product mix and 
identify the phases of 
the product life cycle. 

product 

a physical good or service that can 
satisfy consumer needs 

convenience products 

products that are widely available 
to consumers, are purchased fre¬ 
quently, and are easily accessible 

shopping products 

products that are not purchased 
frequently 

specialty products 

products that specific consumers 
consider to be special and there¬ 
fore make a special effort to 
purchase 

product line 

a set of related products or services 
offered by a single firm 


product mix 

the assortment of products offered 
by a firm 


Background on Products 


The term product can be broadly debned to include both physical goods 
and services that can satisfy consumer needs. Firms must continually im¬ 
prove existing products and develop new products to satisfy customers 
over time. In this way firms generate high sales growth, which normally 
increases their value. 

Most products produced to serve consumers can be classified as (1) 
convenience products, (2) shopping products, or (3) specialty products. 
Convenience products are widely available to consumers, are purchased 
frequently, and are easily accessible. Milk, newspapers, soda, and chewing 
gum are examples of convenience products. 

Shopping products differ from convenience products in that they are 
not purchased frequently. Before purchasing shopping goods, consumers 
typically shop around and compare the quality and prices of competing 
products. Furniture and appliances are examples of shopping products. 

Specialty products are products that specific consumers consider to be 
special and therefore make a special effort to purchase. A Rolex watch and 
a Jaguar automobile are examples of specialty products. When evaluating 
specialty products, consumers base their purchasing decision primarily on 
personal preference, not on comparative pricing. 

Product Line 

A product line is a set of related products or services offered by a single 
firm. For example. Coke, Diet Coke, Caffeine-Free Diet Coke, and Sprite 
are all part of a single product line at The Coca-Cola Company. Pepsi, Diet 
Pepsi, Mountain Dew, and All-Sport are all part of a single product line at 
PepsiCo. 

A product line tends to expand over time as a firm identifies other con¬ 
sumer needs. The Coca-Cola Company recognizes that consumers differ 
with respect to their desire for a specific taste, caffeine versus no caffeine, 
and diet versus regular. It has expanded its product line of soft drinks to 
satisfy various needs. Procter & Gamble has added different versions of its 
Tide detergent such as Tide with Bleach to its product line over time, while 
Taco Bell has added various low-fat food items to its menus. 

Product Mix 

The assortment of products offered by a firm is referred to as the product 
mix. Most firms tend to expand their product mix over time as they iden¬ 
tify other consumer needs or preferences. Before firms add more products 
to their product mix, they should determine whether a demand for new 
products exists and whether they are capable of efficiently providing those 
products. A firm may even decide to discontinue one of the products in its 
product mix. 

Examples of a Product Mix Quaker State originally focused on motor oil but 
added windshield washer fluid, brake fluid, and many other automobile 
products to its product mix. Amazon.com originally focused on selling 
books, but has added electronics, toys, music, kitchen products, drugs, 
and health and beauty products. The product mix of Liz Claiborne, Inc., 
includes clothing for women, jewelry, fashion accessories, and clothing 
for men. 




CHAPTER 12 


CREATING AND PRICING PRODUCTS 451 


Small Business Survey 


Product Choices as a Competitive Advantage 

In a recent National Small Business poll conducted for the NFIB Research Founda¬ 
tion, small businesses were asked whether they add more choices (variations) of 
their existing products as part of their strategy to develop a competitive advantage. 
Their responses are shown here: 


Not a 
significant 
part of their 
competitive 
strategy 
29% 


Other 


Significant 
part of their 
competitive 
strategy 



Moderate 
part of their 
competitive 
strategy 
30% 


Overall, 69 percent of all small businesses surveyed use product choices as part of 
their competitive strategy. 


Exhibit 12.1 

Product Mix of IBM 


Software Segments 
35.4% of Total Sales 


Global Services and Other 
21.2% of Total Sales 



Hardware Segments 
43.4% of Total Sales 


IBM's product mix includes software, hardware, and global services, as 
shown in Exhibit 12.1. The hardware segment generates more sales than 
either of the other segments, but its proportion of total sales is lower than 
in previous years. Meanwhile, the proportion of total sales generated by 
IBM's global services segment (which includes information technology) 
has increased substantially. This change in the relative proportions reflects 
IBM's shift away from its hardware product line and into other product 
lines related to information technology. 
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Service firms also have a product mix. For example, some commercial 
banks accept deposits, provide checking services, extend loans, and offer 
insurance products. 

Diversifying the Product Mix When their primary product is subject to wide 
swings in demand, firms tend to diversify their product mix so that they 
will not be completely dependent on one market. By diversifying, they are 
not as reliant on a single product whose performance is uncertain. Firms 
with flexible production facilities that allow for the production of addi¬ 
tional goods are more capable of diversifying their product mix. 

A common diversification strategy is for a firm to diversify products 
within its existing production capabilities. For example, hospital supply 
companies offer a wide variety of supplies that can be sold to each hospi¬ 
tal. The Walt Disney Company, which had focused on producing films for 
children, now offers many gift products. Clothing manufacturers such as 
Donna Karan offer several types of clothes that can be sold to each retail 
outlet. A product mix that contains several related products can allow for 
more efficient use of salespeople. 

To understand how firms can benefit from expanding their product 
mix, consider the case of Amazon.com, which initially focused on filling 
book orders requested over the Internet. First, it began to offer CDs as 
well, recognizing that if customers are willing to order books online, they 
may also order other products. Second, it had already proved that it could 
provide reliable service, so customers trusted that the additional services 
would be reliable as well. Third, it could use its existing technology to fill 
CD orders, which increased efficiency. Amazon.com also acquired a stake 
in Drugstore.com because it believed that it could fill drug orders requested 
over the Internet. The growth of Amazon.com demonstrates how a firm 
can expand by using the resources that initially made it successful to offer 
additional products. 

Ford Motor Company has diversified by producing a variety of trucks 
along with its cars. When demand for its cars is stagnant, it may still benefit 
from an increase in demand for trucks. Seagrams Company traditionally 
focused on sales of alcoholic beverages, but its performance was adversely 
affected by the decline in demand for alcoholic drinks. It responded by 
producing nonalcoholic beverages to reduce its risk of poor performance 
because of exposure to a single industry. Exxon (now ExxonMobil) bene¬ 
fited from diversifying into the petrochemical businesses because the 
performance of its oil business was highly exposed to changes in the mar¬ 
ket price of crude oil. DuPont produces a wide variety of products, includ¬ 
ing nylon, coatings, pharmaceuticals, polyester, and specialty fibers. Dow 
Chemical Company has diversified across chemicals, plastics, and energy 
products. Wal-Mart diversified its retail business by also becoming a re¬ 
tailer of groceries. 

The following comments from a recent annual report from Textron (a 
large diversified firm) confirm the potential benefits of diversification: 

" Textron's presence in diverse industries helps achieve balance and stability 
in a variety of economic environments by providing insulation from busi¬ 
ness and industry cycles. More specifically, we were able to maintain consis¬ 
tent growth . .. because the growth of our Aircraft, Automotive, Industrial 
and Finance businesses more than offset the downturns in the Systems and 
Components segment." 
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In addition to offering wire¬ 
less Internet access, some 
Starbucks Coffee shops allow 
customers to download mu¬ 
sic, an expansion of services 
intended to attract more 
customers. 


After Starbucks be¬ 
came famous for its coffee, 
it diversified its product 
line to offer more flavors. 
Now it has added a new 
service of wireless Inter¬ 
net access in its stores for 
convenience purposes. In 
doing this, Starbucks es¬ 
tablished a new theme of 
providing a "third place" to 
customers beyond their 
home and their workplace. 
By offering Internet access, 
it not only diversifies its 
sources of revenue, but its 
customers tend to stay 
longer, so it sells more cof¬ 
fee. Some of the stores are 
being transformed into 
Hear Music Coffeehouses, 
where customers can make 
custom CDs. Thus, Star- 
bucks is expanding its ser¬ 
vices to the point that it 
may even be competing 
with Apple Computer. Most importantly, it is providing other services so 
that if there is ever a sudden decline in the demand for coffee, it will still at¬ 
tract customers. 

Dell historically focused on the production of personal computers 
(PCs), but recognizing that the growth in PC sales would be limited, it be¬ 
gan to produce and sell printers and other related products in 2003. In its 
first year, it managed to capture 19 percent of the market for low-cost 
all-in-one inkjet printers. It even changed its name from Dell Computer to 
Dell, Inc., to reflect its strategy of diversifying its products. Dell's sales of 
PCs still account for most of its revenue, but that may change over time as 
it continues to diversify its products. 

Bookseller Barnes & Noble created superstores that offer DVDs as well 
as books. These stores also have an arrangement with Starbucks to serve 
coffee within the stores. By offering additional products, Barnes & Noble 
may attract more customers to its stores. 



Improving the Convenience of the Product 

A firm may also extend its product by making the product more accessible 
and more convenient to use or acquire. To many consumers, convenience 
may be just as important as the product itself. Advances in technology have 
enabled firms to improve the convenience of their products. For example, 
firms now provide complete information about their products online. 
Products such as books can be ordered online at any time. Services such as 
airline tickets and rental cars can also be reserved online at any time. In ad¬ 
dition, checking in at the airport has been simplified by the installation of 
kiosks, where customers can check in by swiping a credit card through the 
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product life cycle 

the typical set of phases that 
a product experiences over its 
lifetime 


introduction phase 

the initial period in which 
consumers are informed about 
a product 


price skimming 

the strategy of initially setting a 
high price for a product if no other 
competing products are in the 
market yet 

growth phase 

the period in which sales of 
a product increase rapidly 


maturity phase 

the period in which additional 
competing products have entered 
the market, and sales of a product 
level off because of competition 


decline phase 

the period in which sales of a 
product decline, either because 
of reduced consumer demand for 
that type of product or because 
competitors are gaining market 
share 


machine and can even change their seat assignment. The kiosks have 
significantly reduced the time spent standing in line. 

While Barnes & Noble has stores located throughout the United States, 
it recognized that some customers prefer to order their books online. 
Therefore, it created an online service (http://www.barnesandnoble.com) 
that offers more than 1 million books that are still in print, along with mu¬ 
sic and movies. 

Product Life Cycle 

Most products experience a product life cycle, or a typical set of phases 
over their lifetime. The marketing decisions made about a particular prod¬ 
uct may be influenced by the prevailing phase of the cycle. The typical 
product life cycle has four specific phases: 

► Introduction 

► Growth 

► Maturity 

► Decline 

Introduction The introduction phase is the initial period in which con¬ 
sumers are informed about a new product. The promotion of the product 
is intended to introduce the product and make consumers aware of it. In 
some cases, the product is first tested in particular areas to determine con¬ 
sumer reaction. For example, the concept of direct satellite television was 
tested in various locations. The initial cost of producing and advertising the 
product may exceed the revenue received during this phase. The price of 
the product may initiafly be set high if no other competing products are in 
the market yet. This strategy is referred to as price skimming. 

Growth The growth phase is the period in which sales of the product in¬ 
crease rapidly. The marketing of the product is typically intended to rein¬ 
force its features. Cellular telephones and direct satellite TVs are in the 
growth phase. Other firms that are aware of the product's success may at¬ 
tempt to create a similar or superior product. The price of the product may 
be lowered once competing products enter the market. 

Maturity The maturity phase is the period in which additional competing 
products have entered the market, and sales of the product level off be¬ 
cause of the increased competition. At this point, most marketing strategies 
are used to ensure that customers are still aware that the product exists. 
Some marketing strategies may offer special discounts to maintain market 
share. The firm may also revise the design of the existing product (product 
differentiation) to maintain market share. Standard cable television service 
is an example of a product at the maturity phase. 

Decline The decline phase is the period in which sales of the product de¬ 
cline, either because of reduced consumer demand for that type of prod¬ 
uct or because competitors are gaining market share. If firms do not 
prepare for a decline phase on some products, they may experience an 
abrupt decline in business. Some firms begin to prepare two or more years 
before the anticipated decline phase by planning revisions in their existing 
products or services. 
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Exhibit 12.2 

Product Life Cycle Phases 


Decision Making 


Sales 

Volume 


Growth 


Maturity 

Sales volume hits a peak at the end of the growth phase. 
Then sales begin to level off as a result of competition 
from new and existing products. 

f 



The product is targeted to a particular 
market and introduced to that market. 


competition increases. 


Time 


The product life cycle is illustrated in Exhibit 12.2. The length of a cy¬ 
cle tends to vary among types of products. It also varies among the firms 
that sell a particular type of product because some firms lengthen the cy¬ 
cle by continually differentiating their product to maintain market share. 


Deciding the Product Line and Mix 

N ightLife Film Company must decide how to expand its product offerings. One way it 
could expand its product line is by offering new types of science fiction films that 
might appeal to different age groups. Another possibility is to produce comedies or other 
types of films. NightLife must also decide how to expand its product mix. It currently pro¬ 
duces films for theaters and sells DVDs of the films several months after they have been in 
theaters. It considered producing some short documentaries for television. It also consid¬ 
ered creating computer software that could be downloaded to play movies that it could 
sell online. The company decided to focus its product line on science fiction, but to offer 
more variety within this theme to reach different age groups. It also decided not to expand 
its product mix at this time because it does not have the expertise to produce other types 
of products. 

1. What is a disadvantage to NightLife of keeping its product line focused on science 
fiction? 

2. How could NightLife benefit from a more diversified product mix? 

ANSWERS: 1. It might benefit from a broader product line because it relies so heavily on science fiction, and the popularity of 
these types of films may decline someday. 2. Consumers may stop going to movies in the future if they can view all movies 
on their computer or on television. NightLife should attempt to position itself for alternative ways in which consumers may 
see new movies in the future. 
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2 


Identify the main factors 
that affect a product's 
target market. 


target market 

a group of individuals or organiza¬ 
tions with similar traits who may 
purchase a particular product 

consumer markets 

markets for various consumer 
products and services (such as 
cameras, clothes, and household 
items) 

industrial markets 

markets for industrial products 
that are purchased by firms (such 
as plastic and steel) 


Identifying a Target Market 


The consumers who purchase a particular product may have specific traits 
in common and thus also have similar needs. Firms attempt to identify 
these traits so that they can target their marketing toward people with 
those traits. Marketing efforts are usually targeted toward a particular 
target market, which is a group of individuals or organizations with simi¬ 
lar traits who may purchase a particular product. 

Target markets can be broadly classified as consumer markets or in¬ 
dustrial markets. Consumer markets exist for various consumer prod¬ 
ucts and services (such as cameras, clothes, and household items), while 
industrial markets exist for industrial products that are purchased by firms 
(such as plastic and steel). Some products (such as tires) can serve con¬ 
sumer markets or industrial markets (such as car manufacturers). Classi¬ 
fying markets as consumer or industrial provides only a broad description 
of the types of customers who purchase products, however. Consequently, 
firms attempt to describe their target markets more narrowly. 

Common traits used to describe a target market include the consumer's 
gender, age, and income bracket. For example, the target market for dirt 
bikes may be males under 30 years of age, while the target market for 
three-month cruises may be wealthy males or females over 50 years of age. 
Eddie Bauer produces a line of casual clothes for a target market of cus¬ 
tomers between 30 and 50 years of age, while Carters produces clothes for 
babies. 


Factors That Affect the Size of a Target Market 

As time passes, the demand for products changes. Firms attempt to be in a 
position to benefit from a possible increase in demand for particular prod¬ 
ucts. For example, some hotels in Los Angeles and New York have antici- 


Small Business Survey 


Identifying the Target Market 

In a recent National Small Business poll conducted for the NFIB Research Founda¬ 
tion, small businesses were asked whether they refine their target market as part of 
their strategy to develop a competitive advantage. Their responses are shown here: 


Moderate 
part of their 
competitive 
strategy 
32% 


Not a part 
of their 

competitive — 
strategy 

25% 


Other 

3% 



Significant 
part of their 
competitive 
strategy 

40% 
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demographics 

characteristics of the human pop¬ 
ulation or specific segments of the 
population 


Exhibit 12.3 

Changes in Consumer 
Characteristics in Last 
20 Years (from 1985 to 2005) 


pated an increase in Japanese guests and have offered new conveniences 
to capture that portion of the market. Common conveniences offered 
are Japanese translators, rooms with bamboo screens, and a Japanese- 
language newspaper for these guests. 

As consumer preferences change, the size of a particular target market 
can change. Firms monitor consumer preferences over time to anticipate 
how the size of their target market may be affected. The following are key 
factors that affect consumer preferences and therefore affect the size of the 
target market: 

► Demographics 

► Geography 

► Economic factors 

► Social values 

Demographics The total demand for particular products or services is de¬ 
pendent on the demographics, or characteristics of the human population 
or specific segments of the population. As demographic conditions change, 
so does the demand. For example, demographic statistics show an increase 
in the number of women who work outside the home. Firms have adjusted 
their product lines to capitalize on this change. Clothing stores have cre¬ 
ated more lines of business clothing for women. Food manufacturers have 
created easy-to-hx frozen foods to accommodate the busy schedules of 
wage-earning women. The tendency for people to have less free time and 
more income has resulted in increased demand for more convenience ser¬ 
vices, such as quick oil changes and tire replacement services. 

One of the most relevant demographic characteristics is age because 
target markets are sometimes defined by age levels. Demographic statistics 
show that the population is growing older. Consequently, the popularity of 
sports cars has declined as customers look for cars that are dependable and 
safe. Automobile manufacturers have adjusted to this demographic change 
by supplying fewer sports cars. Home Depot created an installation service 
business to capitalize on the growing number of mature customers who 
prefer not to do repair or installation work themselves. 

Although the population has generally grown older, the number of 
children in the United States has recently increased. Many of these recently 
born children have two parents who work outside the home and spend 
large sums of money on their children. Firms such as OshKosh B' Gosh 
and The Gap have capitalized on this trend by producing high-quality (and 
high-priced) children's clothing. 

To illustrate how characteristics of the population can change over 
time, consider the changes over the 20-year period 1985-2005, shown in 
Exhibit 12.3. In general, the population has grown larger, while both the 
number of people age 65 or older and the number of households earning 



6. Higher proportion of minority high school students who enter college 
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more than $60,000 annually have increased. Such information is relevant 
to firms because it suggests that the size of specific target markets may be 
changing over time. 

Geography The total demand for a product is also influenced by geography. 
Firms target snow tires to the northern states and surfboards to the east 
and west coasts of the United States. Tastes are also influenced by geogra¬ 
phy. The demand for spicy foods is higher in the southwestern states than 
in other states. 

Economic Factors As economic conditions change, so do consumer prefer¬ 
ences. During a recessionary period, the demand for most types of goods 
declines. Specialty and shopping products are especially sensitive to these 
conditions. During a recession, firms may promote necessities rather than 
specialty products. In addition, their pricing may be more competitive. 
When the economy becomes stronger, firms have more flexibility to raise 
prices and may also promote specialty products more than necessities. 

Interest rates can also have a major impact on consumer demand. 
When interest rates are low, consumers are more willing to purchase goods 
with borrowed money. The demand for products such as automobiles, 
boats, and homes is especially sensitive to interest rate movements because 
these products are often purchased with borrowed funds. 

Social Values As the social values of consumers change, so do their prefer¬ 
ences. For example, the demand for cigarettes and whiskey has declined as 
consumers have become more aware of the dangers to health from using 
these products. If a firm producing either of these products anticipates a 
change in preferences, it can begin to shift its marketing mix. Alternatively, 
it could modify its product to capitalize on the trend. For example, it could 
reduce the alcohol content of its whiskey or the tar and nicotine content 
of its cigarettes. It may also revise its promotion strategy to inform the pub¬ 
lic of these changes. 


Out of 
Business 



wHAhmpeof thev would have 
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Global Busin 


Targeting Foreign Countries 


W hen firms sell their product mix in foreign countries, 
they must recognize that consumer characteristics 
vary across countries. Consider the case of Bestfoods Interna¬ 
tional. This former U.S. firm was acquired by the Dutch firm 
Unilever in 2000, but it provides an excellent example of in¬ 
ternational marketing. Bestfoods produced numerous food 
products, including Skippy peanut butter, Mazola corn oil, 
and Hellmann's mayonnaise. Its global marketing strategy 
was to penetrate any foreign markets where there was 
sufficient demand. It recognized that some of its products 
would be more successful than others in particular foreign 
markets. Thus, it considered the characteristics of the foreign 
country before it decided which products to market in that 
country. 

The following brief summary of just a few of Bestfoods' 
products illustrates how it targeted its products to specific 
countries: 


Q Bestfoods sold mayonnaise in Argentina, Brazil, and 
Chile and introduced it in Panama and Venezuela in the 
late 1990s. It experienced high sales of mayonnaise in 
the Czech Republic and Slovakia and also marketed 
mayonnaise in Spain. 

Q Bestfoods sold ready-to-eat desserts and dessert mixes 
in Europe, including Yabon cakes in France and Am¬ 
brosia rice puddings in the United Kingdom. It also sold 
dessert mixes in Latin America under the Kremel, 
Maizena, and Maravilla brands. 

Q Bestfoods sold pasta in Europe under the Napolina and 
Knorr brands and in Asia under the Royal and Bestfoods 
brands. 

In general, the product mix marketed by Bestfoods in any 
given country was dependent on the characteristics of the 
people in that country. It periodically changed the product 
mix that it marketed in a particular country in response to 
changes in that country's characteristics. 


The Use of E-Marketing to Expand the Target Market 

The term e-marketing refers to the use of the Internet to execute the design, 
pricing, distribution, and promotion of products. E-marketing is part of 
e-commerce, which is the use of electronic technology to conduct business 
transactions, such as selling products and acquiring information about 
consumers, more efficiently. In a recent survey of 109 executives, 62 per¬ 
cent said that marketing is the most important component of their 
e-commerce. Amazon.com's use of e-marketing to differentiate itself from 
other book retailers demonstrates the importance of e-marketing. Amazon 
uses its website to accept orders and payment online from customers any¬ 
where in the United States and delivers the products directly to the cus¬ 
tomers. By using the Internet, it offers customers convenience because 
they can purchase books without going to a store. Thus, Amazon has cre¬ 
ated a means by which it can reach a much broader target market than if 
it had simply opened bookstores in various locations, and it is able to offer 
lower prices by selling direct, without the need for retail outlets. Amazon 
has also personalized the website for each customer depending on what 
books the customer recently ordered. Thus, its "store" is structured to high¬ 
light the books that will fit the particular customer's interests. 

Other retailers have noticed the popularity of ordering books online 
and have developed their own online systems to complement their "bricks 
and mortar" stores. In this way, they have also extended their target mar¬ 
kets. Many firms that sell clothing, office supplies, travel services, elec¬ 
tronic equipment, and many other products are using e-marketing to 
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reach a larger target market. Marriott International has an efficient web¬ 
site that helps match its hotels with travelers' interests. Southwest Airlines 
has an effective website that accepts online orders. It receives more than 
30 percent of its revenue from online orders. UPS has developed a very 
efficient website that allows customers to track packages. The brokerage 
firm Charles Schwab has set up a website to receive orders to buy or sell 
stocks or other securities. More than 80 percent of its orders are conducted 
online. 

The Internet also enables firms to target foreign markets. By establish¬ 
ing a foreign-language website that can accept orders and allow customers 
to pay by credit card, a firm can sell its products in foreign countries. It does 
not need to establish an office or hire employees in a foreign country to 
conduct this type of business. It can rely on its existing facilities to produce 
the products, use its website to market the product and accept payment, 
and deliver its product to the foreign customers via mail services. 

In addition to allowing firms to receive orders at lower costs and to ex¬ 
pand their target markets, e-marketing can enhance a firm's distribution 
(as described in Chapter 13) and its promotion of products (as described in 
Chapter f4). 


Decision Making Deciding on the Target Market 

R ecall that NightLife Film Company, which was introduced at the beginning of this 
chapter, produces science fiction films. It recently completed a new film called Lost 
Planet II, a sequel to its film Lost Planet, which it released a year ago. NightLife plans to ad¬ 
vertise its new film to consumers, but it first needs to determine its target market for this 
film. It expects that the target market will be similar to the target market for Lost Planet, 
which attracted customers in the age range from 14 to 25. 

1. Why is it important for NightLife Film Company to decide on its target market before it 
advertises the film? 

2. Why might the target market influence the type of theaters where the film will draw the 
most customers? 


ANSWERS: 1. Its decision of whereto advertise is dependent on its target market. If it plans to market the film to people in 
the 14-25 age group, it will advertise in places where the ads will be seen by that target market. 2. Some theaters tend to at¬ 
tract a specific age bracket, so the film will likely attract more viewers at a theater that is typically attended by people who fit 
the age range of the target market. 


3 

Identify the steps 
involved in creating a 
new product. 

obsolete 

less useful than in the past 


Creating New Products 


In a given year, firms may offer more than 20,000 new products. The vast 
majority of these products will be discontinued within six months. These 
statistics suggest how difficult it is to create new products that are success¬ 
ful. Nevertheless, the profits from a single successful product may offset the 
losses resulting from several failed products. 

A new product does not have to represent a famous invention. Most 
new products are simply improvements of existing products. Existing 
products become obsolete, or less useful than in the past, for two reasons. 
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fashion obsolescence 

no longer being in fashion 

technological obsolescence 

being inferior to new products 


marketing research 

the accumulation and analysis of 
data in order to make a particular 
marketing decision 


The Coca-Cola Company fre¬ 
quently adds new products 
to its product line, so that it 
can provide a wide variety 
of choices to its customers 
in anticipation that demand 
for any single product can 
change over time. 


They may experience fashion obsolescence and no longer be in fashion. 
For example, the demand for some types of clothes declines over time be¬ 
cause of fashion obsolescence. 

Alternatively, products may experience technological obsolescence 
and be inferior to new products that are technologically more advanced. 
For example, when Hewlett-Packard creates faster printers, the old mod¬ 
els are subject to technological obsolescence. 

Some products are created as an addition to the existing product line, 
rather than as a replacement for existing products. For example, Starbucks 
periodically adds new flavors to its existing coffee list, and Coca-Cola peri¬ 
odically adds new soft drinks to its existing product line. 

Many additional products are created in response to customer feed¬ 
back. For example, when customers frequently order a type of product that 
a firm does not sell, these requests prompt the firm to add that type of prod¬ 
uct to its product line. Clothing manufacturers rely heavily on customer 
requests to determine the types of new clothing that they produce. Many 
service firms expand their services in response to requests by customers. 

Use of Marketing Research to Create New Products 

When firms develop products, they assess the market to monitor the mar¬ 
keting strategies of their competitors. However, merely monitoring com¬ 
petitors may cause the firm to be a follower rather than a leader. Many 
firms prefer to make product decisions that are more innovative than those 
of their competitors. To obtain more insight on what consumers want, 
firms use marketing research, which is the accumulation and analysis of 
data in order to make a particular marketing decision. 

Marketing research is useful for making product decisions. A market¬ 
ing survey may find that many consumers desire a specific product that 
is not available. It may also identify deficiencies in the firm's existing 
products; this information can then be used to correct these deficiencies. 
The design and quality of a product may be revised to accommodate con¬ 
sumer preferences. For example, computer firms build computers and 
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Small Business Survey 


New Products as a Competitive Advantage 

In a recent National Small Business poll conducted for the NFIB Research Founda¬ 
tion, small businesses were asked whether they add new products as part of their 
strategy to develop a competitive advantage.Their responses are shown here: 


Moderate 
part of their 
competitive 
strategy 

30% 


Not a 
significant 
part of their 
competitive 
strategy 
35% 



Other 

5% 


Significant 
part of their 
competitive 
strategy 
30% 


automobile manufacturers design their new cars to accommodate their 
perception of what consumers want. Firms' perceptions of consumer pref¬ 
erences are more accurate when backed by marketing research. 

Both new and revised products may be tested with marketing research. 
The products are given to prospective customers who are asked to assess 
various features of the products. This type of research aflows firms to make 
further revisions that will satisfy customers. 

To enable a firm to have confidence in the data obtained from market¬ 
ing research, sample groups of consumers who represent the target mar¬ 
ket are studied. Many marketing research studies result in a marketing 
decision that will cost millions of doflars. If the marketing research leads to 
incorrect conclusions, the decision could result in a large loss for the firm. 

One limitation of using marketing research to identify consumer pref¬ 
erences is that tastes change rapidly. Products, such as clothing, that were 
popular when the marketing research was conducted may be out of style 
by the time they are designed and distributed to the market. 

How E-Marketing Complements Marketing Research A key to developing or im¬ 
proving new products is to receive feedback on existing or experimental 
products. Many firms rely on e-marketing to support their product devel¬ 
opment. The Internet is particularly useful for marketing research because 
of its speed: companies and customers get the information they want much 
faster. 

Firms can use the Internet for marketing research in several ways. 
First, by having a customer service e-mail system, a firm can obtain com¬ 
ments from customers about its existing products. Customers are more 
likely to provide feedback if they can simply send an e-mail than if they 
must send a letter. Second, because the firm has its customers' e-mail ad¬ 
dresses, it can easily contact the customers to request feedback about a par¬ 
ticular product or about their preferences. An online survey is a fast way 
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Small Business Survey 


What Are the Keys to Creating Successful Products? 

A survey asked 550 manufacturers of products to identify the sources of new prod¬ 
uct ideas. Each possible source listed in the following chart was rated 1 to 5, with 5 
indicating that the source was frequently used by a firm for generating new product 
ideas. The chart shows the average score across the 550 manufacturers for each pos¬ 
sible source of new product ideas. 

Design and Engineering 
Sales and Marketing 
Customer Requests 
Technological Advances 
Senior Management 
Market Research 
Manufacturing 

0 1 2 3 4 5 

The results indicate that new product ideas most frequently come from the engi¬ 
neering and marketing functions and are less frequently initiated by senior manage¬ 
ment or the manufacturing process. 



of gathering information. Third, a firm may even send out samples of an 
experimental product to customers who are willing to e-mail their assess¬ 
ment of the product to the firm. Samples have been so popular with many 
customers that some retailers have begun to offer online order services 
as well. 

Procter & Gamble is well known for its extensive market research. In a 
recent year, about 50 percent of its huge market research budget was used 
for online market research. It can usually complete an online survey 
within 10 days, versus three or four weeks for a personal survey. In addi¬ 
tion, an online survey costs substantially less than a personal survey. An¬ 
other advantage is that some consumers are more open with their opinions 
online than when they are asked to respond to a survey conducted by a 
person. 

Use of Research and Development to Create Products 

Firms invest funds in research and development (R&D) to design new 
products or to improve the products they already produce. Manufacturing 
firms tend to invest more money in R&D than service firms because tech¬ 
nology can improve manufactured products more easily than services. 

Firms that spend money on R&D expect the benefits to exceed the ex¬ 
penses. Procter & Gamble's R&D resulted in its two-in-one shampoo and 
conditioner technology. It attributes the success of its Pantene Pro-V to its 
product technology. This product is now the leading shampoo in several 
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patents 

allow exclusive rights to the 
production and sale of a specific 
product 


countries. Procter & Gamble has improved the technology of Tide deter¬ 
gent more than 70 times. Technological development can also enable a 
firm to gain an advantage over its competitors. Many large firms typically 
spend more than $ 1 billion on R&D per year. 

Because R&D can be so expensive, some firms have created alliances to 
conduct R&D. They share the costs and their technology in attempting to 
develop products. An alliance not only combines expertise from two or 
more firms, but it may also reduce the costs to each individual firm. 

To expand their product line, many firms have recently increased their 
investment in R&D. For example, Abbott Laboratories has consistently in¬ 
creased its investment in R&D. Since Abbott Laboratories produces various 
medical drugs, its future performance is heavily dependent on its ability to 
create new drugs. 

Using Patents to Protect Research and Development One potential limitation of 
R&D is that a firm that creates a new product may not always be able to 
prevent its competitors from copying the idea. The potential to recover all 
the expenses incurred from R&D may depend on whether the ideas can be 
protected from competitors. To protect their ideas, firms apply for patents, 
which allow exclusive rights to the production and sale of a specific prod¬ 
uct. The U.S. Patent Office grants about 3,500 patents per week. Patents are 
pursued for a wide variety of products, ranging from medical drugs to spe¬ 
cial sunglasses and microwave popcorn. 

Patents can enable firms that engage in extensive R&D, such as IBM 
and 3M, to benefit from their inventions because the patents prevent com¬ 
petitors from copying the ideas. The 3M Company, which created Post-it 
Notes, commonly obtains at least 400 patents per year. As an example of 
the importance of patents, consider the following comments from a recent 
annual report of Hewlett-Packard: 

" HP's R&D budgets and activity continue to ensure our leadership as one of 
the most productive product development and research institutes in the 
world.... In 2001, HP was awarded nearly 1,000 patents in the United 
States and filed 5,000 patent applications worldwide. This essentially trans¬ 
lates into protecting 20 new inventions every working day." 

Patents also have some disadvantages that should be recognized. Patent 
applications are quite tedious and may require a 20- to 40-page description 
of the product. Some technical patent applications are even more detailed 
and may contain more than 100 pages of description. Because of the large 
backlog of patent applications, the approval process can take several 
months. Many applications are not approved because the Patent Office de¬ 
cides that the ideas do not represent a new product. Even when a patent 
application is approved, it is difficult for the inventor to prevent other busi¬ 
nesses from copying the idea in some form. Obtaining patents can also be 
expensive. To obtain a patent internationally, the cost is typically at least 
$ 100 , 000 . 

Steps Necessary to Create a New Product 

The following steps are typically necessary to create a new product: 

► Develop a product idea. 

► Assess the feasibility of a product idea. 
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► Design and test the product. 

► Distribute and promote the product. 

► Post-audit the product. 

Develop a Product Idea The first step in creating a new product is to develop 
an idea. When the focus is on improving an existing product, the idea al¬ 
ready exists, and the firm simply attempts to make it better. When devel¬ 
oping an entirely new product, a common method is to identify consumer 
needs or preferences that are not being satisfied by existing products. The 
ultimate goal is to develop a product that is superior to existing products in 
satisfying the consumer. 

As firms attempt to improve existing products or create new products, 
they must determine what will satisfy customers. The commitment of 
some firms to customer satisfaction is confirmed by the following state¬ 
ments in recent annual reports: 

“Kodak's future is in total customer satisfaction." 

—Eastman Kodak 

"I [the CEO] want everyone in IBM to be obsessed with satisfying our 
customers." 

— IBM 


"We aim to redouble our efforts... toward one simple goal: meeting the needs 
of our customers." 

—Apple Computer 

Identifying consumer preferences so as to improve a product or create 
a new product may involve monitoring consumer behavior. For example, 
an airline may monitor flights to determine the most disturbing incon¬ 
veniences, such as cramped seating. This leads to ideas for an improved 
product, such as wider seats. To satisfy consumer preferences, rental car 


Patents are created for many 
new products, including 
snowmobile skis as shown 
here. Patents can allow a firm 
to benefit from its innova¬ 
tions and protect it from 
other competitors who want 
to copy the innovation. 
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companies at airports now allow their key customers to go straight from 
the airplane to their cars (rather than stand in line at the counter). 

Technology can be used to monitor consumer behavior. When Amazon 
.com fills orders, it requests information about the customers. Thus, when 
Amazon considers expanding its product line, it knows the characteristics 
of the consumers who are buying its existing products. Based on this in¬ 
formation about consumer preferences, it can attempt to identify other 
products that will sell over the Internet. 

An alternative to monitoring consumer behavior is surveying people 
about their behavior. Surveys may be conducted by employees or consult¬ 
ing firms. Again, the goal is to identify consumer preferences that have not 
been fulfilled. In recent years, recognition of heightened consumer con¬ 
cern about health has led to many ideas for new products and revisions of 
existing products. For example, food manufacturers responded by creating 
more nutritious cereals and frozen dinners. 

Each consumer preference that deserves attention results from a lack 
of or a deficiency in an existing product. The firm must determine how 
this lack or deficiency can be corrected by creating a new product or 
improving an existing product. In the mid-1990s, IBM decided that it 
needed to increase the processing speed of its computers. IBM incurred 
substantial expenses as a result of this decision to improve its products. 
However, the demand for these improved products increased, resulting in 
higher revenue. 

Assess the Feasibility of a Product Idea Any idea for a new or improved product 
should be assessed by estimating the costs and benefits. The idea should be 
undertaken only if the benefits outweigh the costs. For example, Ameri¬ 
can Airlines removed some seats to better satisfy customers by providing 
more leg room. The most obvious cost was the expense of removing the 
seats, but other costs were incurred as well. The strategy reduced the air¬ 
line's seating capacity. The cost of this reduction was forgone revenue on 
those flights that were at full capacity. In addition, an airplane could not be 
used while the work was being performed. Any forgone revenue during 
that period also represented a cost of improving the product. Nevertheless, 
American hoped that the benefit of more leg room would lead to greater 
consumer satisfaction and thus to greater demand for its service, resulting 
in more revenue. 

Design and Test the Product If the firm believes the new (or revised) product 
is feasible, it must determine the design and other characteristics of the 
product. The new product may be tested before being fully implemented. 
For example, an airline such as American Airlines may first revise its seat¬ 
ing structure in a few planes to determine consumer reaction. If the actual 
costs exceed the benefits, the proposed changes will not be made on other 
airplanes. If the change has a favorable impact, however, it may be made 
throughout the entire fleet. 

Distribute and Promote the Product When firms introduce new products or im¬ 
prove existing products, they typically attempt to inform consumers. New 
or improved products are introduced to consumers through various mar¬ 
keting techniques. As an example, an airline that widens its seats may ad¬ 
vertise this feature in the media. Additional expenses required to promote 
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Cross Functional Teamwork 

Interaction among Product Decisions and Other Business Decisions 


W hen marketing managers create a new product, they 
must design it in a manner that will attract customers. 
They must also decide the price at which the product will 
be sold. These marketing decisions require communication 
between the marketing managers and the managers who 
oversee production. Marketing managers explain to the 
production managers how they would like the product to 
be designed. The production managers may offer revisions 
that can improve the design.They also provide estimates on 
the costs of production. The cost per unit is typically depen¬ 
dent on the volume of products to be produced; therefore, 
the cost per unit can be estimated only after the marketing 
managers determine the volume that will need to be pro¬ 
duced to satisfy the demand. Since the pricing decision is 
influenced by the cost of producing the product, the price 
cannot be determined by the marketing managers until 
they receive cost estimates from the production managers. 

Once the marketing managers have received the nec¬ 
essary input from the production managers and have de¬ 
veloped plans for the design and pricing of the product, a 
financial analysis by the financial managers is necessary to 


ensure that the proposal is feasible. The financial analysis 
involves estimating the revenue the firm will generate as a 
result of creating this product. It also involves estimating 
production expenses. Using these estimates, the financial 
managers can determine whether the new product will 
provide an adequate return to make the firm's investment 
in the development of this product worthwhile. The mar¬ 
keting managers should attempt to develop the product 
only if the financial analysis suggests that it will provide an 
adequate return to the firm. If the marketing managers 
decide to develop this product, they will inform the pro¬ 
duction managers, who may need to hire additional pro¬ 
duction employees. In addition, the financial managers 
must be informed because they may need to obtain funds 
to finance production. 

Although the marketing managers may be respon¬ 
sible for the creation of new products, they rely on input 
from the production and financial managers when decid¬ 
ing whether each product is worthwhile and when deter¬ 
mining the design and price of the new product. 


the revised design should be accounted for when determining whether it 
is worthwhile to create a new design. 

Post-Audit the Product After the new product has been introduced into the 
market, the actual costs and benefits should be measured and compared 
with the costs and benefits that were forecasted earlier. This comparison 
determines whether the cost-benefit analysis was reasonably accurate. If 
costs were severely underestimated or benefits were severely overesti¬ 
mated, the firm may need to adjust its method of analysis for evaluating 
other new products in the future. In addition, the post-audit of costs and 
benefits can be used for future development of the same product. For ex¬ 
ample, if the actual costs of improving the airplanes outweigh the benefits, 
the airline may revert to its original product design when new airplanes 
are needed. 

Summary of Steps Used to Create or Revise a Product A summary of the steps 
involved in creating or revising a product is shown in Exhibit 12.4. No¬ 
tice that the whole process is initiated by attempting to satisfy consumer 
preferences. 
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Exhibit 12.4 

Steps Involved in Creating 
or Revising a Product 


Decision Making 


4 

Explain the common 
methods used to 
differentiate a product. 


product differentiation 

a firm's effort to distinguish its 
product from competitors' prod¬ 
ucts in a manner that makes the 
product more desirable 



Creating a New Product 

N ightLife Film Company is continually in the process of developing science fiction films. 

It has excellent production and technical employees who create the special effects that 
have made its films so popular. NightLife has just completed a film and wants to begin the 
production of a new film. Rather than trying a different type of film, it decides to produce 
another science fiction film because that will enable it to capitalize on its strengths and 
experience. 

1. NightLife Film Company conducts marketing research by providing an online survey to 
anyone who wants to review its films. How can it use this information as it produces a 
new film? 

2. If NightLife produces a film too quickly and rushes it into theaters, how will the revenue 
from the film be affected? 


ANSWERS: 1 .The marketing research can be used to determine what consumers liked about its previous films, such as the 
characters, plot, and special effects.Then it can use this information when producing the next film. 2. The revenue will be 
lower because the film will receive bad reviews and many potential customers will decide not to see the film. 


Product Differentiation 


Product differentiation is the effort of a firm to distinguish its product 
from competitors' products in a manner that makes the product more de¬ 
sirable. Some products are differentiated from competing products by their 
quality. For example, Starbucks coffee has become popular around the 
country because of its quality, even though its price is high. Kay-Bee Toys 
used a marketing strategy of specializing in a small selection of high-quality 
toys, rather than competing with Wal-Mart for the entire line of toys. 

All firms look for some type of competitive advantage that will distin¬ 
guish their product from the rest. The following are some of the more com¬ 
mon methods used to differentiate the product: 

► Unique product design 

► Unique packaging 

► Unique branding 
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Unique Product Design 

Some products are differentiated by their design. Consider a homebuilder 
who builds homes and sells them once they are completed. The builder can 
attempt to build homes that will satisfy buyers by considering the follow¬ 
ing questions: 

1. Would consumers in this neighborhood prefer one- or two-story 
homes? 

2 . Is a basement desirable? 

3 . Is a fireplace desirable? 

4 . What is a popular size for homes in this neighborhood? 

5 . What type of architecture is popular in this neighborhood? 

Once these and other issues are resolved, the builder can build homes with 
specifications that will attract buyers. 

Various characteristics can make one product better than others, in¬ 
cluding safety, reliability, and ease of use. Firms such as AT&T, Kodak, and 
Audi have a reputation for reliability, which helps create a demand for their 
products. Producers attempt to improve reliability by using high-quality 
materials, providing service, and offering warranties. However, attempts to 
improve reliability usually result in higher costs. 

Differentiating the Design of a Service Just as firms that produce products at¬ 
tempt to create unique designs for their products, service firms attempt to 
develop unique services. For example, Southwest Airlines designed a dif¬ 
ferentiated service by focusing on many short routes that previously were 
not available to customers. Some grocery stores allow customers to pur¬ 
chase groceries online and provide a delivery service so that the customers 
do not have to shop at the store. 

Most services can be differentiated by timing and efficiency. A firm that 
provides the service desired by customers on time and at a reasonable price 
has a good chance of being successful. Its method of differentiating itself 
from competitors is to prove that customers can trust it to provide what it 
promised and to do so on time. Firms that offer services commonly use a 
strategy of promising to provide service of a certain quality and then keep¬ 
ing their promises. A firm that delivers what it promised may not only re¬ 
ceive additional business from those customers, but may also obtain other 
business from referrals. 

Unique Packaging 

A packaging strategy can determine the success or failure of a product, 
especially for products whose quality levels are quite similar. In an at¬ 
tempt to differentiate themselves from the competition, some firms have 
repackaged various grocery products in unbreakable or easily disposable 
containers. 

Many packaging strategies focus on convenience. Motor oil is now 
packaged in containers with convenient twist-off caps, and many canned 
foods have pull-tabs. Tide detergent is packaged in both powder and liquid 
so that consumers can choose their preferred form. 

Packaging can also provide advertising. For example, many food prod¬ 
ucts such as microwave dinners are packaged with the preparation in¬ 
structions on the outside. These instructions also demonstrate how simple 
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The packaging of products 
like these is important 
because it can influence 
the buying behavior 
of consumers. 


branding 

a method of identifying products 
and differentiating them from 
competing products 

trademark 

a brand's form of identification 
that is legally protected from use 
by other firms 


family branding 

branding of all or most products 
produced by a company 


individual branding 

the assignment of a unique brand 
name to different products or 
groups of products 



the preparation is. Packaging also informs consumers about the nutrition 
of foods or the effectiveness of health-care products. The advertising on the 
package may be the key factor that encourages consumers to purchase one 
product instead of others. 

Unique Branding 

Branding is a method of identifying products and differentiating them 
from competing products. Brands are typically represented by a name 
and a symbol. A trademark is a brand's form of identification that is legally 
protected from use by other firms. Some trademarks have become so 
common that they represent the product itself. For example, "Coke" is 
often used to refer to any cola drink, and "Kleenex" is frequently used to 
refer to any facial tissue. Some symbols are more recognizable than the 
brand name. Levi's jeans, Nike, Pepsi, and Mercedes all have easily recog¬ 
nized symbols. 

Family versus Individual Branding Companies that produce goods assign either 
a family or an individual brand to their products. Family branding is the 
branding of all or most products produced by a company. The Coca-Cola 
Company sells Coca-Cola, Diet Coke, Cherry Coke, and other soft drinks. 
Ford, RCA, IBM, and Intel use family branding to distinguish their prod¬ 
ucts from the competition. 

Companies that use individual branding assign a unique brand name 
to different products or groups of products. For example, Procter & Gamble 
produces Tide, Bold, and Era. General Mills produces numerous brands of 
cereal. Many clothing manufacturers use different brand names. One 
product line may be marketed to prestigious clothing shops. A second line 
may be marketed to retail stores. To preserve the prestige, the top quality 
brand may not be sold in retail stores. 
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producer brands 

brands that reflect the manufac¬ 
turer of the products 

store brands 

brands that reflect the retail store 
where the products are sold 


generic brands 

products that are not branded by 
the producer or the store 


Producer versus Store Brands Most products can be classified as either a pro¬ 
ducer brand, a store brand, or a generic brand. Producer brands reflect the 
manufacturer of the products. Examples of producer brands include Black 
& Decker, Frito-Lay, and Fisher Price. These brands are usually well known 
because they are sold to retail stores nationwide. Store brands reflect the 
retail store where the products are sold. For example, Sears and J. C. Pen¬ 
ney offer some products with their own label. Even if store brands are pro¬ 
duced by firms other than the retailer, the names of the producers are not 
identified. Store brand products do not have as much prestige as popular 
producer brands; however, they often have a lower price. 

Some products are not branded by either the producer or the store. 
These products have a so-called generic brand. The label on generic prod¬ 
ucts simply describes the product. Generic brands have become increas¬ 
ingly popular over the last decade because their prices are relatively low. 
They are most popular for products that are likely to be similar among 
brands, such as napkins and paper plates. Customers are comfortable pur¬ 
chasing generic brands of these products because there is not much risk in 
buying a cheaper product. 


Benefits of Branding Branding continually exposes a company's name to 
the public. If the company is respected, its new products may be trusted 
because they carry the company brand name. If they carried a different 
name, new products introduced by the firm would likely not sell as well. 

Many firms with a brand name use their name to enter new markets. 
The Coca-Cola Company uses its name to promote new soft drinks that it 
creates. Nabisco can more easily penetrate the market for various specialty 
foods because of its reputation for quality food products. These firms not 
only are able to offer new products but also may enter new geographic 
markets (such as foreign countries) because of their brand name. 

A brand is especially useful for differentiating a product when there are 
only a few major competitors. For example, many consumers select among 
only two or three brands of some products, such as toothpaste or comput¬ 
ers. The importance of branding is emphasized in a recent annual report of 
Procter & Gamble: 


"Consumers have to trust that a brand will meet all their needs all the time. 
That requires superior product technology. And it also requires sufficient 
breadth of product choices. We should never give consumers a ... reason to 
switch away from one of our brands." 


co-branding 

firms agree to offer a combination 
of two noncompeting products at 
a discounted price 


Having an established brand name is also often crucial to obtaining 
space in a store. For example, Coca-Cola and Pepsi often receive the ma¬ 
jority of a store's soft drink shelf space. The same is true for some cereals, 
detergents, and even dog food. Retail stores normally allocate more space 
for products with popular brand names. 

Branding also applies to services. When Southwest Airlines begins to 
serve a new route, it uses its brand (reliability, good service, low prices) to 
attract customers. 

A recent trend in branding is co-branding, in which firms agree to of¬ 
fer a combination of two noncompeting products at a discounted price. For 
example, Blockbuster Entertainment Group issues VISA cards. Block¬ 
buster customers can get discounts on DVD rentals by using their VISA 
cards. 
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Exhibit 12.5 

Methods Used to 
Differentiate Products 


Method 

Achieve Superiority by: 

Unique design 

Higher level of product safety, reliability, or ease of use. 

Unique packaging 

Packaging to get consumers'attention or to improve 
convenience. 

Unique branding 

Using the firm's image to gain credibility, or using a unique 
brand name to imply prestige. 


Summary of Methods Used to Differentiate Products 

Exhibit 12.5 summarizes the methods used to achieve product differentia¬ 
tion. Firms sometimes combine several methods to differentiate their prod¬ 
ucts. For example, if Kodak creates a product that is technologically 
superior to others, it may also differentiate the product by packaging it in 
a special manner and by using the Kodak family brand name. 

To understand how some firms use all three methods to differentiate 
their products, consider the following comment from an annual report: 

"Liz Claiborne, Inc., must work more diligently than ever to truly differenti¬ 
ate its brands,... applying product innovation [such as a unique design], 
canny brand marketing,... superb customer service and exceptional in¬ 
store presentation [unique packaging] to win over a consumer who has 
abundant choices." 

— Liz Claiborne, Inc. 


Decision Making Differentiating the Product 

ightLife Film Company has noticed that many other movie producers are beginning 
to offer science fiction films.Thus, it will have to make an effort to differentiate its films 
from those of its competitors so that its films will continue to attract a large number of cus¬ 
tomers. To do this, NightLife can continue to capitalize on its special effects. It can also pro¬ 
duce sequels of its earlier movies so that its potential customers will recognize the themes. 

1. Do you think that NightLife's brand name of NightLife Film Company will help it differ¬ 
entiate its next film from those of competitors? 

2. Will it be easier for NightLife Film Company to differentiate its films in the science fiction 
market where there is limited competition than it would be in the comedy market 
where the competition is more intense? 

ANSWERS: 1. NightLife is known for its science fiction movies, so its brand name should help to differentiate its new film from 
those of competitors. 2. Yes. If there are fewer competitors, it is easier for a firm to differentiate its product. 


Pricinq Strategies 


Whether a firm produces industrial steel, textbooks, or haircuts, it needs 
to determine a price for its product. Managers typically attempt to set a 
price that will maximize the firm's value. The price charged for a product 
affects the firm's revenue and therefore its earnings. Recall that the rev¬ 
enue from selling a product is equal to its price times the quantity sold. Al- 



Identify the factors 
that influence the 
pricing decision. 
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though a lower price reduces the revenue received per unit, it typically re¬ 
sults in a higher quantity of units sold. A higher price increases the revenue 
received per unit but results in a lower quantity of units sold. Thus, an ob¬ 
vious trade-off is involved when determining the price for a product. 
Firms set the prices of their products by considering the following: 

► Cost of production 

► Supply of inventory 

► Competitors' prices 


cost-based pricing 

estimating the per-unit cost of 
producing a product and then 
adding a markup 


Pricing According to the Cost of Production 

Some firms set a price for a product by estimating the per-unit cost of pro¬ 
ducing the product and then adding a markup. This method of pricing 
products is commonly referred to as cost-based pricing. If this method 
is used, the firm must also account for all production costs that are at¬ 
tributable to the production of that product. Pricing according to cost at¬ 
tempts to ensure that production costs are covered. Virtually all firms 
consider production costs when setting a price. The difference in price be¬ 
tween a Cadillac and a Saturn is partially attributed to the difference in 
production costs. However, other factors may also influence the pricing 
decision. 


Economies of Scale The per-unit cost of production may be dependent on 
production volume. For products subject to economies of scale, the aver¬ 
age per-unit cost of production decreases as production volume increases. 
This is especially true for products or services that have high fixed costs 
(costs that remain unchanged regardless of the quantity produced), such 
as automobiles. A pricing strategy must account for economies of scale. If 
a high price is charged, not only does the sales volume decrease, but also 
the average cost of producing a small amount increases. For those products 
or services that are subject to economies of scale, the price should be 
sufficiently low to achieve a high sales volume (and therefore lower pro¬ 
duction costs). 

Pricing According to the Supply of Inventory 

Some pricing decisions are directly related to the supply of inventory. For 
example, computer firms such as Apple typically reduce prices on existing 
personal computers to make room for new models that will soon be mar¬ 
keted. Automobile dealerships frequently use this strategy as well. Most 
manufacturers and retailers tend to reduce prices if they need to reduce 
their inventory. 


Pricing According to Competitors' Prices 

Firms commonly consider the prices of competitors when determining the 
prices of their products. They can use various pricing strategies to compete 
against other products, as explained next. 


penetration pricing 

the strategy of setting a lower 
price than those of competing 
products to penetrate a market 


Penetration Pricing If a firm wants to be sure that it can sell its product, it 
may set a lower price than those of competing products to penetrate the 
market. This pricing strategy is called penetration pricing and has been 
used in various ways by numerous firms, including airlines, automobile 
manufacturers, and food companies. 
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Southwest Airlines and 
Jet Blue Airways are well- 
known for their effectiveness 
at using penetration pricing 
to enter a market. 



price-elastic 

the demand for a product is highly 
responsive to price changes 


price-inelastic 

the demand for a product is not 
very responsive to price changes 


The success of penetration pricing depends on the product's price elas¬ 
ticity, which reflects the responsiveness of consumers to a reduced price. 
When demand for a product is price-elastic, the demand is highly respon¬ 
sive to price changes. Some grocery products such as napkins and paper 
plates are price-elastic, as price may be the most important criterion that 
consumers use when deciding which brand to purchase. Many firms, such 
as Ameritrade, IBM, and Taco Bell have been able to increase their revenue 
by lowering prices. 

When Southwest Airlines entered the airline industry, its average fare 
was substantially lower than the average fare charged by other airlines for 
the same routes. Southwest not only pulled customers away from com¬ 
petitors but also created some new customer demand for airline services 
because of its low prices. Penetration pricing is not always successful, how¬ 
ever. Allstate Insurance increased its market share by lowering its insur¬ 
ance prices (premiums), but its profits declined because it lowered its prices 
too much. 

When demand for a product is price-inelastic, the demand is not very 
responsive to price changes. A firm should not use penetration pricing if its 
product is price-inelastic because most consumers would not switch to the 
product to take advantage of the lower price. For some products, such as 
deli products and high-quality automobiles, personalized service and per¬ 
ceived quality may be more important than price. The demand for many 
services is not responsive to price reductions because consumers may pre¬ 
fer one firm over others. For example, some consumers may be unwilling 
to switch dentists, hairstylists, or stockbrokers even if a competitor reduces 
its price. 


Defensive Pricing Some pricing decisions are defensive rather than offen¬ 
sive. If a firm recognizes that the price of a competing product has been re- 
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Small Business Survey 


Pricing as a Competitive Advantage 

In a recent National Small Business poll conducted for the NFIB Research Founda¬ 
tion, small businesses were asked whether they use pricing as part of their strategy 
to develop a competitive advantage. Their responses are shown here: 

Not a 

significant 

part of their_ 

competitive 

strategy 

33% 


Moderate 
part of their 
competitive 
strategy 

31% 



Other 

2% 


Significant 
part of their 
competitive 
strategy 
34% 


Overall, 65 percent of all small businesses surveyed use pricing as part of their com¬ 
petitive strategy. 


defensive pricing 

the strategy of reducing a prod¬ 
uct's price to defend (retain) 
market share 


predatory pricing 

the strategy of lowering a 
product's price to drive out 
new competitors 

prestige pricing 

the strategy of using a higher price 
for a product that is intended to 
have a top-of-the-line image 


duced, it may use defensive pricing, in which a product's price is reduced 
to defend (retain) market share. For example, airlines commonly reduce 
their airfares in response when a competitor lowers its airfares. This re¬ 
sponse tends to allow all airlines to retain their market share, but their rev¬ 
enue decreases (because of the lower price). Computer firms such as IBM 
and Dell commonly reduce their prices in response to price reductions by 
their competitors. 

Some firms lower their price to drive out new competitors that have 
entered the market. This strategy is called predatory pricing. 

Prestige Pricing Firms may use a higher price if their product is intended 
to have a top-of-the-line image. This pricing strategy is called prestige 
pricing. For example, GapKids sells baby clothing at relatively high prices 
to create a high-quality image for customers who are not as concerned 
about price. Microbreweries use prestige pricing in an attempt to create a 
high-quality image for their beers. 

Firms with a diversified product mix may use a penetration pricing 
strategy for some products and a prestige pricing strategy for others. For 
example, car manufacturers price some cars as low as possible to increase 
market share, but use prestige pricing on other models that have a top-of- 
the-line image. 


Example of Setting a Product's Price 

To show how a firm may set a product's price, assume that you move to 
New Orleans and start your own business as a hot dog vendor on the 
streets of the French Quarter (a tourist district). Assume that you plan to 
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fixed costs 

operating expenses that do not 
change in response to the number 
of products produced 

variable costs 

costs operating expenses that vary 
directly with the number of prod¬ 
ucts produced that vary with the 
quantity produced 


run this business for one year and that a hot dog cooker can be rented for 
$4,000 annually. This cost is referred to as a fixed cost because the cost of 
production remains unchanged regardless of how many units are pro¬ 
duced. Also assume that your costs for hot dogs, buns, ketchup, and so on 
are about $.60 per hot dog. These costs are called variable costs because 
they vary with the quantity of hot dogs produced. 

Other vendors in the area charge $2.00 per hot dog. After talking with 
several other vendors, you forecast that you can sell 20,000 hot dogs in one 
year as long as your price is competitive. 

To determine an appropriate price, begin with the cost information and 
determine the total cost of production over the first year. The total cost is 
calculated as follows: 


Total Cost = (Fixed Cost) + [(Quantity) X (Variable Cost per Unit)] 

- $4,000 + [(20,000) X ($.60)] 

= $4,000 + $12,000 
= $16,000 

Assume that you price the hot dogs at $1.80 so that your price is slightly 
lower than those of competitors. $ince the total revenue is equal to price 
times the quantity sold, your total revenue is estimated to be: 

Total Revenue = (Quantity) X (Price per Unit) 

- (20,000) X ($1.80) 

= $36,000 


Thus, your profits would be: 

Profits = Total Revenue — Total Cost 
= $36,000 - $16,000 

Your actual revenue over a future period is subject to uncertainty, 
however. For example, if you sell only 10,000 hot dogs, your revenue 
would be: 


Total Revenue = (Quantity) X (Price) 
= (10,000) X ($1.80) 
- $18,000 


Your profits would be as follows: 

Profits = Total Revenue - Total Cost 
= $18,000 - $16,000 
= $ 2,000 

Thus, your profits (revenue minus costs) would be only $2,000. You 
could attempt to increase your price to make up for the possibility of low 
sales, but this strategy may conflict with your goal of setting a price that is 
no higher than the competition. The quantity of hot dogs you sell may de¬ 
cline if you use a higher price. 
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Exhibit 12.6 

Estimation of Costs 
and Revenue at Various 
Quantities Produced 


Quantity (Q) 

Fixed 

Cost 

Variable 

Cost 

(Q x $.60) 

Total 

Cost 

Total 
Revenue 
(Q X $1.80) 

Profits 

1,000 

$ 4,000 

$600 

$ 4,600 

$ 1,800 

-$ 2,800 

3,000 

4,000 

1,800 

5,800 

5,400 

-400 

4,000 

4,000 

2,400 

6,400 

7,200 

800 

7,000 

4,000 

4,200 

8,200 

12,600 

4,400 

10,000 

4,000 

6,000 

10,000 

18,000 

8,000 

15,000 

4,000 

9,000 

13,000 

27,000 

14,000 

20,000 

4,000 

12,000 

16,000 

36,000 

20,000 

25,000 

4,000 

15,000 

19,000 

45,000 

26,000 

30,000 

4,000 

18,000 

22,000 

54,000 

32,000 



Quantity of Hot Dogs Produced (in thousands) 

Break-even quantity 
3,333 units 


The total cost and total revenue are depicted in Exhibit 12.6 for vari¬ 
ous quantities of hot dogs produced. Notice that the fixed cost remains 
unchanged for any quantity produced. The variable cost is equal to the 
quantity times $.60 per hot dog produced. The total cost is equal to 
the fixed cost plus the variable cost. The total revenue is equal to the price 
of $1.80 per hot dog times the quantity of hot dogs produced. 

Break-Even Point 

break-even point 

the quantity of units at which 
total revenue equals total cost 


The break-even point is the quantity of units at which total revenue equals 
total cost. At any quantity less than the break-even point, total costs ex¬ 
ceed total revenue. For any quantity above the break-even point, total rev¬ 
enue exceeds total cost. 
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Cross Functional Teamwork 

Relationship between Pricing and Production Strategies 


A firm's plant site, design, and layout decisions are 
influenced by the pricing of its product (a marketing 
decision). If the pricing strategy is to price the product high, 
the sales volume will be smaller.The firm's plant site, design, 
and layout should allow for sufficient (but not excessive) 
work space to achieve the relatively low production level 
needed to accommodate the expected sales volume. 

If the firm prices its product more competitively, it will 
anticipate a much larger sales volume. In this case, it would 


use a plant site, design, and layout to achieve a much 
larger level of production. Most firms determine the type 
of target market they wish to pursue and then implement a 
pricing strategy before deciding on the plant's site, design, 
and layout. Thus, the pricing strategy dictates the level of 
production needed, which influences the plant site, design, 
and layout. 


The break-even point can be determined by brst estimating the 
contribution margin contribution margin, which is the difference between price and variable 

the difference between price and cost per unit. In our example, the difference is as follows: 
variable cost per unit 

Price — Variable Cost per Unit = $1.80 - $.60 = $1.20 

For every unit sold, the price received exceeds the variable cost by $1.20. 
Given that each unit is priced above the variable cost, the break-even 
quantity of units that must be produced and sold to cover the fixed cost is 
as follows: 


Break-Even Quantity 


Fixed Cost 

Price — Variable Cost per Unit 


In our example, the break-even quantity is as follows: 


$4,000 

Break-Even Quantity = ---- 

2 $1.80-$.60 

- 3,333 

If you charge a higher price for hot dogs, your contribution margin is 
higher, and you will break even at a lower quantity. However, a higher 
price may result in lower demand and therefore may be less profitable. This 
example is simplified in that only one product was produced. A hot dog 
vendor would likely offer other food or beverage products as well. Never¬ 
theless, the example using a single product is sufficient to illustrate the fac¬ 
tors that are considered when pricing a product. 

Pricing Technology-Based Products 

As information technology (IT) is increasingly incorporated into products, 
manufacturers are having to rethink their traditional pricing strategies. 
Traditionally, most product costs have come from labor and raw materials. 
This meant that the variable cost of each unit produced (the costs directly 
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Decision Making 


6 

Discuss other pricing 
decisions that a firm 
may make. 


associated with a given unit) was a critical factor in the pricing decision. 
The IT components of products have a different cost structure, however. 
Although it may cost millions of dollars to design and test a single chip, 
once chips are in production, the variable cost of producing additional 
chips is very small (such as a few dollars or even pennies). The same is true 
for producing software. As a result, although incorporating IT into a prod¬ 
uct may dramatically improve product quality, it has little impact on the 
variable cost of that product. Therefore, variable cost is less useful in de¬ 
ciding on price. Firms with technology-based products need to spread the 
cost of the technology across their product and ensure that they properly 
price the product to cover the cost of the technology. 


Pricing a Product 

R ecall that NightLife Film Company produces science fiction movies. After its films are no 
longer being shown in movie theaters, NightLife produces DVDs of the films and sells 
them online. It prices the DVDs according to demand. Thus, it sets a high price for DVDs of 
films that are still popular and a low price for DVDs of films that are no longer in demand. 

1. Why doesn't NightLife Film Company use the cost of a film to set the price of a DVD? 

2. Other film companies also produce DVDs. Why would NightLife monitor the prices of 
DVDs sold by other film companies when it sets the price of its DVDs? 


ANSWERS:1. Some films that were very costly to produce were not popular, while other films that were inexpensive to pro¬ 
duce turned out to be popular. If NightLife set the price of its DVDs based on cost, some DVDs of costly but unpopular films 
would be priced too high and would not sell at all. 2. NightLife needs to price its DVDs in line with its competitors. If it prices 
its DVDs too high, the potential customers will avoid its DVDs and purchase those of other film producers instead. 


Additional Pricing Decisions 


In addition to setting the price of a product, firms must decide whether to 
offer special discounts, periodic sales prices, and credit terms for specific 
customers. Each of these decisions is discussed separately. 

Discounting 

Since some consumers are willing to pay more for a product than others, 
a firm may attempt to charge different prices to different customers. For 
example, restaurants and hotels often offer discounts for senior citizens. 
Magazines offer student discounts on subscriptions. Airlines tend to charge 
business travelers at least twice the fares of customers who are paying for 
the flight themselves. Discounting can enable a firm to attract consumers 
who are more price conscious, while charging higher prices to other con¬ 
sumers who are less price conscious. 

Some firms offer discounted prices to customers who submit orders 
via the Internet. In this way, the firms encourage more online orders, an 
advantage because a salesperson is not needed to take these orders. Some 
airlines and hotels offer special discounts when reservations are made 
through their websites. 
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Stores rely on sales specials 
like those shown here to 
attract customers. 



@ 


Sales Prices 

Many firms use sales prices as a means of discounting for those consumers 
who will make purchases only if the price is reduced. For example, retail 
stores tend to put some of their products on sale in any given week. This 
strategy not only attracts customers who may have been unwilling to pur¬ 
chase those products at the full price, but it also encourages them to buy 
other products while they are at the store. 

Stores normally put high prices on many products, such as televisions 
and shoes, to allow for a major reduction in the prices when the products 
are on sale. Since most consumers recognize that these products may soon 
be priced at a 20 to 40 percent discount, they tend to purchase these prod¬ 
ucts only when they are on sale. 

Credit Terms 

Regardless of the price charged for a product, firms must determine 
whether they will allow the product to be purchased on credit. Supplier 
firms commonly allow manufacturing firms to purchase supplies on credit. 
They would obviously prefer cash sales, since a cash payment avoids the 
possibility of bad debt and also provides an immediate source of funds. 
Nevertheless, they may still offer credit to attract some manufacturing 
firms that do not have cash available. Firms can encourage their customers 
to pay off their credit by offering a discount. For example, the terms "2/10 
net 30'' indicate that a 2 percent discount can be taken if the bill is paid 
within 10 days and that the bill must be paid in full within 30 days. 

A change in credit terms can affect a firm's sales. Thus, firms may re¬ 
vise their credit terms as a marketing tool. If a firm desires to increase de¬ 
mand, it may offer an extended period to pay off the credit, such as 2/10 
net 60. A disadvantage of this strategy is that many credit balances will be 
paid off at a slower rate. In addition, the level of bad debt tends to be higher 
for firms that offer such loose credit terms. 

Many retail stores offer credit to customers through MasterCard and 
VISA credit cards. Retailers pay a percentage of their credit sales (usually 
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College Health 



around 4 percent) to the sponsor of the card. The advantage of these cards 
is that the credit balance is paid by a bank, which in turn is responsible for 
collecting on customer credit. 

Many companies, such as Sears, issue their own credit cards to con¬ 
sumers. These companies frequently use the Internet to make customers 
aware of the benefits associated with owning a credit card issued by the 
company. Advertising the card on the company's website allows customers 
to assess the potential benefits of owning the credit card. 


Offering Sales Prices 

N ightLife Film Company has decided to offer a special sales price for one of its popular 
science fiction DVDs that was created about three months ago. NightLife believes that 
its regular customers who always buy science fiction DVDs have already purchased this 
DVD, so it is trying to attract additional customers who may purchase the DVD only if the 
price is lower. In addition, NightLife hopes that some of these customers will become more 
interested in its other science fiction DVDs. 

1. Why night NightLife offer the special sales price only after the DVD has been on the 
market for a few months? 

2. What is a possible disadvantage to NightLife from offering a DVD at a sales price? 


ANSWERS:1. NightLife would prefer to sell the DVD at its normal price to those customers who will definitely purchase the 
DVD. It can generate more revenue from charging a higher price to its customers. 2. A disadvantage is that NightLife may re¬ 
ceive less revenue than if it charged its normal price, assuming that the customers would have purchased the DVD anyway. 
Also, it is possible that some customers will expect NightLife to offer other DVDs at sales prices in the future and will pur¬ 
chase them only if they are on sale. 


Club: CHC’s Product Differentiation, 

Discounting, and Credit Decisions 

Services such as aerobics classes, weight machines, and exercise machines are somewhat 
similar among health clubs. Nevertheless, Sue Kramer, the president of College Health 
Club (CHC), thinks that she can differentiate CHC from other health clubs. For college stu¬ 
dents, CHC offers several advantages. Perhaps the most important advantage is its loca¬ 
tion. It is located across from the college campus, so students can walk to the club. Since 
many students do not have cars, this location is a major advantage over other health clubs 
for the students who live on campus. In addition, CHC's membership fee is lower than that 
of other health clubs in the area, which is important to college students. 

Sue also considers various types of discounting strategies to increase membership at 
CHC. First, she considered offering a 10 percent discount to any students who signed up 
in the first week of the fall semester. She decided against that strategy, however, because 
she was afraid that existing members might become upset that they were not offered the 
discount. 

She also considered increasing the annual membership fee to $525 and offering a 
student discount so that students could still become members for $500. Nonstudents 
could more easily afford to pay a slightly higher membership fee. She decided against this 
policy, however, because she wants to attract more nonstudent members. 

Sue also considered offering credit terms to members as a way of increasing member¬ 
ships. For example, she could allow them to sign up for a membership and then pay three 
or six months later. She decided against this strategy because some members who receive 
credit might not ever pay their bill. 
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Summary 


A product line is a set a related 
products or services offered by a 
single firm. The assortment of prod¬ 
ucts offered by a firm is its product 
mix. The phases of the product life 
cycle are 

► introduction phase, in which 
consumers are informed about 
the product; 

► growth phase, in which the 
product becomes more popular 
and increases its share of the 
market; 

► maturity phase, in which the 
sales volume levels off as a result 
of competition; and 

► decline phase, in which the sales 
volume is reduced as a result of 
competition or reduced con¬ 
sumer demand. 

The main factors affecting the 
size of a product's target market are 

► demographic trends, such as age 
and income levels; 

► geography; 

► economic factors, such as eco¬ 
nomic growth; and 

► changes in social values, such as 
a decline in demand for products 
perceived to be unhealthy. 

^3 The main steps involved in cre¬ 
ating a new product are 

► develop a product idea, which 
may be in response to changes in 
consumer needs or preferences; 

► assess the feasibility of the prod¬ 
uct idea, which entails compar¬ 


ing the expected benefits with 
the costs of the product; 

► design the product and test it 
with some consumers in the tar¬ 
get market; 

► distribute the product so that it 
is accessible to the target market, 
and promote the product to en¬ 
sure that consumers are aware of 
it; and 

► post-audit the product to deter¬ 
mine whether the product needs 
to be revised in any way. 

□ Some common methods used 

to differentiate a product are 

► unique design, in which the 
product produced is safer, more 
reliable, easier to use, or has 
some other advantages; 

► unique packaging, which can 
enhance convenience or contain 
advertising; and 

► unique branding, which may en¬ 
hance consumers' perception of 
the product's quality. 

The key factors that influence 

the pricing decision are 

► cost of production, so the price 
charged can recover costs 
incurred; 

► inventory supply, so the price 
can be lowered to remove excess 
inventory; and 

► prices of competitors, so the 
price may be set below those of 
competitors to gain an advantage 
(penetration pricing) or above 
those of competitors to create an 




image of high quality (prestige 
pricing). 


U In addition to setting a price for 
each product, firms need to make 
these other pricing decisions: 

► discounting, which involves de¬ 
ciding whether to give discounts 
to specific customers; 

► sales prices, which entails decid¬ 
ing whether to put some prod¬ 
ucts on sale for all customers 
periodically, and what the sales 
price should be; and 

► credit terms, which involves de¬ 
ciding whether to provide credit 
to large customers that buy the 
product in bulk, and what the 
credit terms should be. 

How the Chapter Concepts 
Affect Business 
Performance 

A firm's decisions about the product 
and pricing concepts summarized 
here affect its performance. Its deci¬ 
sions about products are intended to 
create products that consumers de¬ 
sire and to identify markets where 
the products will sell. All product 
and pricing decisions are intended to 
affect the demand for the products 
and therefore the firm's revenue. 
Since these decisions can influence 
the demand, they also affect the 
number of products that need to be 
produced and therefore affect the 
firm's expenses. 
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Review & Critical Thinking Questions 


1. What is a product mix? Is it in 
the best interest of management 
to expand or contract the firm's 
product mix over time? 

2. Briefly describe the general fac¬ 
tors influencing the size of a 
product's target market. Identify 
the target market for the follow¬ 
ing organizations: (a) Dallas 
Cowboys, (b) Wal-Mart stores, 

(c) Midas Muffler, (d) Jeep 
Cherokee, and (e) Jenny Craig. 

3. Discuss the key factors that affect 
consumer preferences and there¬ 
fore affect the size of the target 
market. 

4. Discuss the following statement: 
"We are emphatically global in 
our strategy of building a few 
core businesses worldwide." Are 
most large corporations going in 
this direction today? 

5. What is e-marketing? How can a 
firm use e-marketing to expand 
the target market? 

6. Define marketing research. How 
could a firm attempting to create 
new products use marketing 
research? 


7. How can e-marketing comple¬ 
ment marketing research? 

8. Assume that you are an inventor 
who has just created a new 
product. Will a patent protect 
your invention in a domestic 
market? Are there any disadvan¬ 
tages of patents? 

9. Describe the steps you should 
follow in developing a new 
product. 

10. Discuss the product life cycle 
phases. Identify the current 
phase for the following products: 
(a) snowboards, (b) electric type¬ 
writers, (c) Harley-Davidson 
"full-dresser," and (d) 2006 Ford 
automobile. 

11. Briefly describe the different 
types of pricing strategies. How 
do you think the type of strategy 
used by Calvin Klein jeans differs 
from that used by community 
colleges? 

12. Assume that you are a manager 
of a retail outlet that markets 
T-shirts. You must determine a 
price. What factors should you 
consider in setting a pricing 
strategy? 


13. What is meant by the term 
inelastic demand? What are some 
kinds of products that have in¬ 
elastic demand? 

14. How does geography affect the 
size of a target market? 

15. What are three common meth¬ 
ods of differentiating a product? 

16. What is obsolescence? How can 
managers prevent their products 
from becoming obsolete? 

17. Why is the post-audit of the in¬ 
troduction of a new product im¬ 
portant for managers? 

18. How does branding help Nike 
sell footwear? 

19. How does research and develop¬ 
ment affect a firm's ability to 
create new products? 

20. Under what circumstances might 
customers prefer a producer 
brand to a generic brand of a 
comparable product, even 
though the producer brand is 
more expensive than the generic 
brand? 


Discussion Questions 


1. Assume that you are a marketing 
manager for a nationally known 
pizza chain. You have just read a 
marketing research article de¬ 
scribing the tastes and prefer¬ 
ences of consumers throughout 
the country. You are planning 

to discuss this subject with your 
employees at a meeting. Identify 
the topics that you would discuss 
with this group. 

2. How can a firm use the Internet 
to differentiate its products from 
the products of competitors? 


How can it use the Internet to 
identify its target market? 

3. You are the marketing manager 
of a car manufacturer. How 
could you use e-marketing to 
expand your target market? 

4. What general advice would you 
give to a retailer when you are 
very dissatisfied with a service 
that you have purchased? 

5. You are a marketing manager 
for a restaurant chain. You are 
aware that the aging population 


in this country has become 
health conscious. What impact 
do you think these develop¬ 
ments will have on the restau¬ 
rant industry? How could 
marketing research help in 
this situation? 

6. Although Harley-Davidson "full- 
dressers" are popular with con¬ 
sumers over 35 years of age, 
younger motorcycle buyers per¬ 
ceive this vehicle as staid and 
not sporty enough to suit their 
tastes. These younger motorcycle 
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buyers are more likely to buy 
foreign-made sport motorcycles 
like the Kawasaki Ninja. Product 
managers at Harley-Davidson 
may want to reposition their top- 
of-the-line "full-dressers" to ap¬ 
peal to younger consumers as 
well. You are the product man¬ 
ager in charge of developing a 
plan to achieve this goal. What 
strategy do you think would be 
most effective for reaching this 
market segment? 

7. Consider recent purchases you 
have made. What kinds of con¬ 
venience products have you 
bought, and what kind of shop¬ 
ping products have you bought? 


Have you bought any specialty 
products? What aspects of mar¬ 
keting contributed to your eco¬ 
nomic decision making? For 
what kinds of products was your 
demand elastic? For what kinds 
of products was your demand 
inelastic? 

8. Consider a McDonald's television 
ad. Who do you think is McDon¬ 
ald's target audience? What 
kinds of strategies does McDon¬ 
ald's use to market its food to 
children? 

9. You are a manager of a firm that 
provides credit to its manufac¬ 
turing clients. How can credit 
terms be used in marketing? 


How can you influence the pay¬ 
ment for your products? Is there 
any risk to extending credit? 
What are the benefits to your 
firm from providing a large dis¬ 
count for early payment? 

10. You have been hired as a market 
researcher for a chain of hair 
salons. How will you go about 
obtaining information regard¬ 
ing the product mix your firm 
should offer? How will you iden¬ 
tify the demographic characteris¬ 
tics of your target market? What 
factors would determine the size 
of your target market? 


It’s Your Decision: Pricing Decisions at DHD 



1. Would prestige pricing bean effective strategy for CHC based on its primary target mar¬ 
ket? 

2. If Sue Kramer, the president of CHC, is considering a pricing strategy of reducing the 
membership fee, why must she first consider the size of the facilities? 


3. Recall that Sue expects total expenses of $142,000 in CHC's first year. Sue will price a 
membership at $500 and expects to attract 300 members in the first year. Assume that 
Sue considers lower membership prices than she originally planned. Determine CHC's 
estimated earnings before taxes based on the following possible pricing scenarios: 


IfCHC's The Expected Number of Members CHC's Earnings before Taxes in 

Membership Price Is: in the First Year Would Be: the First Year Would Be: 

$500 (original plan) 300 _ 

$480 310 _ 

$460 320 _ 

$440 335 _ 

Which price should Sue charge? Explain. 

4. A health club differs from manufacturing firms in that it produces a service rather than 
products. Explain how the process of targeting by a service-oriented firm is different 
than the process of targeting by a manufacturing-oriented firm. 
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Investing in a Business 


Using the annual report of the firm in which you would 
like to invest, complete the following: 

Describe the firm's product line or product mix. 
Does the firm benefit from its brand name? 

Q Has the firm developed any new products re¬ 
cently? If so, are these products extensions of the 
firm's existing product line? 


Has the firm established any new pricing policies? 
If so, provide details. 

Q Explain how the business uses technology or the 
Internet to price its products. Explain how the 
business uses technology or the Internet to identify 
its target market and to differentiate its product 
from the products of competitors. 


Case: Marketing T-Shirts 


Richard Schilo is the owner-operator of Richard's 
T-Shirts, a manufacturing business. The business has 
been in operation for two years. Richard has discovered 
through marketing research that teenagers desire his 
T-shirts. As a result of this research, Richard introduced 
a sports line of T-shirts with the endorsements of pro¬ 
fessional franchises. Richard has had tremendous suc¬ 
cess with this product line. His business has become 
highly profitable, having grown 100 percent from 
the first year's $150,000 in sales to a current level of 
$300,000 in sales. 

Additional marketing research has indicated that 
the collegiate market offers high growth potential. In 
the fall, Richard plans to introduce a line of collegiate 
sweaters at a retail price of $29.95. These sweaters will 
be sold in college bookstores around the country and 
will be priced competitively with other comparable 
sweater lines. The sweaters will be unique in appear¬ 
ance, with embroidered college insignias in school col¬ 
ors and the school mascot on the sweater sleeve. Each 
sweater will be packaged in a gym bag highlighting the 
athletic program of the student's choice. An exclusive 
brand name will be selected for each college and uni¬ 


versity. The plan is that the brand name will feature that 
school's athlete of the year. 

In the future, Richard plans to introduce his product 
line to a nationwide network of retail establishments. 

His pricing strategy will continue during this expansion. 
His projections show that he will continue to build 
volume, especially in the retail discount sector, where 
much growth has taken place in recent years. 

Questions 

j|[ Describe the target market for Richard's T-Shirts. 

Q Identify and explain some common methods Rich¬ 
ard is planning to use to differentiate his sweaters 
from other competing products. 

Q What is the current stage of the product life cycle 
for these T-shirts? 

Q Discuss the pricing strategy that Richard plans to 
use when he introduces the sweaters. 

Q Explain how Richard could use e-marketing to ex¬ 
pand his target market. 
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Video Case: Marketing at Burton Snowboards 


Burton Snowboards, which was founded in 1977 by Jeff 
Burton, an avid snowboarder, is a global leader in the 
manufacture of snowboards and snowboarding-related 
gear. In addition to snowboards. Burton's product mix 
includes a variety of products, such as gloves, boots, 
hats, and weatherproof clothes. Burton not only pro¬ 
duces high-quality products, but it also uses technologi¬ 
cal advances to improve its products. You can get more 
information on Burton Snowboards at http://www 
.Burton.com. 

Questions 

Q Who is Burton Snowboards' target market? How 
do you think Burton identified its target market? 


How does globalization affect Burton's target mar¬ 
ket and marketing strategy? 

Q Are Burton's products convenience, shopping, or 
specialty products? 

Q Do you think demand for Burton's products is elas¬ 
tic or inelastic? How does Burton take this into ac¬ 
count when marketing its snowboards? 

Q How can Burton Snowboards avoid the obsoles¬ 
cence of its products? 

Q How can Burton Snowboards use the Internet to 
market its products? 

] Is research and development important to Burton? 
Why? 


Internet Applications 


1. http://smallbusiness.yahoo.com/marketing 

What is e-marketing? What Internet marketing strate¬ 
gies can you identify on this website? How might the 
managers of a newly established small firm benefit 
from marketing online? Why might an e-marketing 
strategy fail? 

2. http://www.yum.com 

What brands are owned by Yum Brands? Does Yum 
Brands use family branding or individual branding? 


Click on "About" and then on "The Brands." Has Yum 
Brands been successful in establishing a global market¬ 
ing strategy? 

3. http://www.uspto.gov/index.html 

What are patents? What are trademarks? How does the 
U.S. Patent Office use the Internet to help companies 
obtain patents and trademarks? 


Dell's Secret to Success 


DOLL 


Go to http://www.reportgallery.com and review Dell's 
most recent annual report. Also, go to Dell's website 
(http://www.dell.com) and in the section "about Dell," 
review the background material about Dell that relates 
to this chapter. 


Questions 

Q Describe Dell's target markets. 

Q How has Dell expanded its products? 

Q Why do you think Dell benefited from expanding 
its products to include printers? 
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True or False 

1. Consumers purchasing convenience goods will 
shop around and compare quality and price of 
similar products. 

2. As new consumer needs are identified, firms tend to 
expand both their product lines and product mix. 

3. Demographics can be used to identify a target 
market. 

4. During a recession, the demand for specialty goods 
tends to increase. 

5. Price skimming is a strategy commonly used in 
highly competitive markets. 

6. A change in interest rates can have a major impact 
on consumer demand. 

7. E-marketing is highly successful in domestic (U.S.) 
markets, but the high cost of shipping has pre¬ 
vented U.S. companies from using it successfully 
in foreign markets. 

8. A change in credit terms can affect a firm's sales. 

9. Warranties can be used to achieve product 
differentiation. 

10. Firms should use penetration pricing if their prod¬ 
ucts are price-inelastic. 

Multiple Choice 

11. A Rolex watch and a Jaguar automobile are 
considered: 

a) convenience products. 

b) shopping goods. 

c) industrial products. 

d) specialty products. 

e) priority products. 


12. When a hospital supply company offers a wide vari¬ 
ety of products to its customers, the firm is: 

a) offering quantity price discounts in order to at¬ 
tract price-conscious customers. 

b) encouraging customers to pay their outstanding 
debts in order to take advantage of discounts. 

c) practicing product differentiation. 

d) diversifying its product mix. 

e) responding to the needs of a diverse labor force. 

13. All of the following are key factors that influence 
consumer preferences and the size of a target mar¬ 
ket except: 

a) social values. 

b) anthropology. 

c) economic factors. 

d) geography. 

e) demographics. 

14. Cameras, clothes, and household items are exam¬ 
ples of products that exist in: 

a) industrial markets. 

b) business markets. 

c) consumer markets. 

d) government markets. 

e) foreign industrial markets. 

15. The size of a particular target market is most likely 
to change in response to a change in: 

a) inflation. 

b) consumer preferences. 

c) interest rates. 

d) the number of competitors. 

e) the size of the largest competitor. 

16. When firms develop products, they assess the mar¬ 
kets of their competitors to determine their: 

a) financial plans. 

b) marketing strategies. 

c) industrial strategies. 

d) geographic segmentation. 

e) business segmentation. 
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17. Personal computers are subject to_because of 

the rapid changes in the development of computer 
hardware components. 

a) product feasibility 

b) penetration pricing 

c) planned obsolescence 

d) the development of generic brands 

e) technological obsolescence 

18. E-marketing supports marketing research in all the 
following ways except: 

a) low cost of personal surveys. 

b) speed of receiving marketing information. 

c) customer openness with opinions. 

d) access to customers of varied income levels. 

e) face-to-face interviews. 

19. To develop new ideas for expanding their product 
line, many firms have recently increased their 
investment in: 

a) research and development. 

b) production facilities. 

c) distribution facilities. 

d) overseas production and assembly operations. 

e) inventory control. 

20. Which of the following can be used by a firm to 
protect its investments in research and product 
development? 

a) marketing research 

b) patents 

c) demographics 

d) target market selection 

e) product mix 

21. The first step in creating a new product is to: 

a) assess the feasibility of the product. 

b) develop a product idea. 

c) design the product. 

d) test the product. 

e) distribute and promote the product. 


22. New and revised products may be tested through: 

a) commercialization. 

b) geographic sales. 

c) product life cycle. 

d) family brands. 

e) marketing research. 

23. All of the following are methods commonly used 
to differentiate products from those of competitors 
except: 

a) quality. 

b) design. 

c) tax policies. 

d) packaging. 

e) branding. 

24. The Coca-Cola Company sells Coca-Cola, Diet Coke, 
Cherry Coke, and other soft drinks, which is an 
example of a(n): 

a) family brand. 

b) individual brand. 

c) corporate brand. 

d) trademark. 

e) copyright. 

25. Many_strategies are focused on convenience. 

a) packaging 

b) economic 

c) partnership 

d) obsolescence 

e) finance 

26. Products that are not branded by the producer or 
retail store are called: 

a) manufacturer brands. 

b) national brands. 

c) store brands. 

d) obsolete brands. 

e) generic brands. 




490 


In-Text Study Guide 

Answers are in Appendix C at the back of book. 


27. All of the following are benefits of product brand¬ 
ing except: 

a) greater company name recognition. 

b) lower prices. 

c) easier to introduce new products. 

d) easier to enter new geographic markets. 

e) easier to obtain retail store shelf space. 

28. The process of combining two noncompeting 
products at a discounted price is called: 

a) complementary advertising. 

b) multiple discounts. 

c) co-branding. 

d) sales promotion double. 

e) quantity pricing. 

29. Sales of the product increase rapidly during the 
_phase of the product life cycle. 

a) maturity 

b) introduction 

c) saturation 

d) growth 

e) declining 

30. Which of the following pricing strategies would 
likely be used in a market where no other competi¬ 
tive products are available? 

a) cost-based pricing 

b) penetration pricing 

c) predatory pricing 

d) price skimming 

e) defensive pricing 

31. Managers typically attempt to set a price that will 
maximize a firm's: 

a) value. 

b) cost. 

c) production. 

d) advertising. 

e) promotion. 


32. When a firm lowers its price and total revenue in¬ 
creases, it tells us that: 

a) the demand for the product is price-inelastic. 

b) a penetration pricing strategy is being followed. 

c) consumers are not very responsive to price 
changes. 

d) the demand for the product is price-elastic. 

e) the firm is using a price-skimming strategy. 

33. Some pricing decisions are directly related to the 
supply of: 

a) social values. 

b) social norms. 

c) maintenance operations. 

d) creditors in the marketplace. 

e) inventory. 

34. Which of the following pricing strategies adds a 
profit markup to the per-unit cost of production? 

a) prestige pricing 

b) cost-based pricing 

c) defensive pricing 

d) profit pricing 

e) penetration pricing 

35. When a cost of production remains unchanged 
regardless of how many units are produced, it is 
referred to as: 

a) variable. 

b) semifinished. 

c) fixed. 

d) in process. 

e) terminal. 

36. (Fixed Cost) + (Quantity X Variable Cost per Unit) 
describes: 

a) Total Cost. 

b) Total Revenue. 

c) Break-Even Point. 

d) Profits. 

e) Average Cost Per Unit. 
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37. The break-even point occurs when: 

a) profits are maximized. 

b) sales are at a minimum. 

c) total revenue equals total cost. 

d) contribution margin is highest. 

e) sales discounts are minimized. 


38. Discounts: 

a) are considered predatory pricing. 

b) work best in price-inelastic situations. 

c) tend to erode profits. 

d) attract consumers who are price conscious. 

e) are an inefficient means of segmenting the 
market. 



The Learning Goals 
of this chapter are to: 


Explain the advantages and 
disadvantages of a direct channel of 
distribution, and identify factors that 
could determine the optimal 
channel of distribution. 


Differentiate between types 
of market coverage. 


Describe the various forms of 


transportation used to 
distribute products. 



Explain how the distribution process 
can be accelerated. 

1 

Explain how retailers 
serve customers. 

5 

Explain how wholesalers can serve 
manufacturers and retailers. 

6 \ 


The future performance of Italia 
Company is influenced by decisions 
about how to distribute its shoes to 
its customers. 


Explain the strategy and potential 
benefits of vertical channel integration. 
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Distributing Products 


A distribution channel represents 
the path of a product from the pro¬ 
ducer to the consumer. The chan¬ 
nel often includes marketing 
intermediaries, or firms that partici¬ 
pate in moving the product toward 
the customer. Considerthe case 
of Italia Company, a U.S. producer 


► How may retailers improve its 
distribution? 

► How may wholesalers improve 
its distribution? 

► Should it create its own in¬ 
termediary to distribute its 
products? 


These types of decisions are neces¬ 
sary for all businesses. This chapter 
explains how various distribution 
decisions can be made in a man¬ 
ner that maximizes the firm's value. 


of expensive shoes. Italia must 
make the following decisions: 

► What should be its optimal 
form of distribution? 

► What type of market cover¬ 
age should it pursue? 

► How can it accelerate its 
distribution? 



i 


Explain the advantages 
and disadvantages 
of a direct channel of 
distribution, and identify 
factors that could 
determine the optimal 
channel of distribution. 


Channels of Distribution 


A firm's distribution decision determines the manner by which its products 
are made accessible to its customers. Firms must develop a strategy to en¬ 
sure that products are distributed to customers at a place convenient to 
them. Black & Decker distributes its power tools at various retail stores 
where customers shop for power tools. Liz Claiborne distributes its cloth¬ 
ing at upscale clothing stores where customers shop for quality clothing. 
Ralston Purina distributes its dog food to grocery stores where customers 
shop for dog food. 

Direct Channel 


direct channel 

the situation when a producer 
of a product deals directly with 
customers 


When a producer of a product deals directly with customers, marketing in¬ 
termediaries are not involved; this situation is called a direct channel. An 
example of a direct channel is a firm such as Land's End that produces 
clothing and sells some clothing directly to customers. Land's End distrib¬ 
utes catalogs in the mail to customers, who can call in their orders, ft also 
has a website where consumers can place orders online. 
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marketing intermediaries 

firms that participate in moving 
the product front the producer 
toward the customer 


Advantages of a Direct Channel The advantage of a direct channel is that the 
full difference between the manufacturer's cost and the price paid by the 
consumer goes to the producer. When manufacturers sell directly to cus¬ 
tomers, they have full control over the price to be charged to the consumer. 
Conversely when they sell their products to marketing intermediaries, 
they do not control the prices charged to consumers. Manufacturers also 
prefer to avoid intermediaries because the prices of their products are in¬ 
creased at each level of the distribution channel, and the manufacturers do 
not receive any of the markup. 

Another advantage of a direct channel is that the producer can easily 
obtain firsthand feedback on the product. This allows the producer to re¬ 
spond quickly to any customer complaints. Customer feedback also in¬ 
forms the producer about potential problems in the product design and 
therefore allows for improvement. 

Use of a direct channel of distribution is becoming more popular as 
a result of the Internet. Many manufacturers advertise their products on¬ 
line, take orders on their website, and deliver the products directly to the 
customers. Dell, Inc., is a good example of a firm that uses the Internet in 
this way. 

Dell justifies its use of a direct channel of distribution in a recent an¬ 
nual report: 

“The direct model eliminates the need to support an extensive network of 
wholesale and retail dealers, thereby avoiding dealer markups; avoids the 
higher inventory costs associated with the wholesale /retail channel and the 
competition for retail shelf space.... In addition, the direct model allows 
the Company to maintain, monitor, and update a customer database that 
can be used to shape the future product offerings.... This direct approach 
allows the Company to rapidly and efficiently deliver relevant technology to 
its customers." 

When Dell sells its computers online, there is no additional markup by in¬ 
termediaries, so customers get what they want at a lower price, and Dell 
can still be very profitable. Dell relies heavily on the Internet to facilitate its 
direct channel of distribution and to receive customer questions. About 
half of the technical support communication between customers and Dell 
occurs online. Recently, Dell established some small kiosks where con¬ 
sumers can view and test the computers, but the consumers must still place 
orders online. 

Dell continues the direct relationship with its customers after they pur¬ 
chase their computers. If the customers have complaints, they contact Dell 
directly. Consequently, Dell can identify any deficiencies and correct them 
when it designs the next generation of computers. For example, assume 
that Dell sells a computer model that is popular but would be even more 
desirable with a redesigned keyboard. Because Dell deals directly with its 
customers, it will receive frequent feedback from the customers about the 
keyboard. If instead Dell sold computers to marketing intermediaries, it 
would not have direct access to customer opinions because the intermedi¬ 
aries would be dealing with the customers. 

Disadvantages of a Direct Channel A direct channel also has some disadvan¬ 
tages. First, manufacturers that use a direct channel need more employees. 
If a company that produces lumber wants to avoid intermediaries, it has to 
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hire sales and delivery people to sell the lumber directly to consumers. By 
using intermediaries, the company can specialize in the production of lum¬ 
ber rather than be concerned with selling the lumber directly to con¬ 
sumers. In addition, producers that use a direct channel may have to incur 
more expenses to promote the product. Intermediaries can promote prod¬ 
ucts through advertisements or even by placing the product in a place 
where consumers will see it. 

Another disadvantage of a direct channel is that the manufacturer may 
have to sell its products on credit when selling to customers directly. By 
selling to intermediaries, it may not have to provide credit. 


One-Level Channel 


one-level channel 

one marketing intermediary is 
between the producer and the 
customer 

merchants 

marketing intermediaries that 
become owners of products and 
then resell them 


agents 

marketing intermediaries that 
match buyers and sellers of prod¬ 
ucts without becoming owners 


In a one-level channel, one marketing intermediary is between the pro¬ 
ducer and the customer, as illustrated in Exhibit 13.1. Some marketing in¬ 
termediaries (called merchants) become owners of the products and then 
resell them. For example, wholesalers act as merchants by purchasing 
products in bulk and reselling them to other firms. In addition, retail stores 
(or "retailers") such as Wal-Mart and Sears act as merchants by purchasing 
products in bulk and selling them to consumers. GNC (General Nutrition 
Centers) uses its chain of more than 4,200 retail stores to distribute its vi¬ 
tamins and related products. Foot Locker has more than 2,700 retail out¬ 
lets that sell athletic shoes produced by Nike, Reebok, and other shoe 
producers. Other marketing intermediaries, called agents, match buyers 
and sellers of products without becoming owners. 

Time Warner commonly uses a one-level channel of distribution for its 
films and records, tapes, and CDs. Its film company distributes films to 
movie theaters (the retailer), while its record companies distribute records, 
tapes, and CDs to retail music shops. 


Two-Level Channel 


two-level channel 

two marketing intermediaries are 
between the producer and the 
customer 


Some products go through a two-level channel of distribution, in which 
two marketing intermediaries are between the producer and the customer. 
This type of distribution channel is illustrated in Exhibit 13.2. As an ex¬ 
ample, consider a company that produces lumber and sells it to a whole¬ 
saler, who in turn sells the lumber to various retailers. Each piece of lumber 
goes through two merchants before it reaches the customer. 


Exhibit 13.1 

Example of a One-Level 
Channel of Distribution 
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Exhibit 13.2 

Example of a Two-Level 
Channel of Distribution 



As an alternative, an agent could take orders for lumber from retail 
stores; then, the agent would contact the lumber company and arrange to 
have the lumber delivered to the retailers. In this case, the merchant 
wholesaler is replaced with an agent, but there are still two intermediaries. 

Anheuser-Busch typically uses a two-level channel to distribute Bud- 
weiser and its other brands of beer, ft relies on 900 beer wholesalers to dis¬ 
tribute its beer to retail outlets such as grocery and convenience stores. 

Benefits for Small Producers Small businesses that produce one or a few prod¬ 
ucts commonly use a two-level channel of distribution. Because these 
businesses are not well known, they may not receive orders from retail 
outlets. Therefore, they rely on agents to sell the products to retailers. Con¬ 
sider all the products that a retailer like Home Depot sells. If an entrepre¬ 
neur creates a new paint product or other home improvement product, it 
may use an agent to meet with a representative (called a buyer) of Home 
Depot who will decide whether Home Depot should carry this product in 
its stores. A small business that creates only a few products may have a 
much better chance of succeeding if it can convince a large retailer to carry 
its products. Thus, an agent can be critical to the success of such a firm. 

Summary of Distribution Systems 

The most common distribution systems are compared in Exhibit 13.3. 
Firms can use more than one distribution system. For example, Gillette's 
shaving products are produced at 32 facilities in 14 countries. They are dis¬ 
tributed through wholesalers and retailers through different distribution 
systems that cover more than 200 countries. Many firms sell products 
directly to customers through their websites but also sell their products 
through intermediaries. When firms can avoid a marketing intermediary, 
they may be able to earn a higher profit per unit on their products, but 
they will likely sell a smaller quantity unless they use other marketing 
strategies. 
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Exhibit 13.3 

Comparison of Common 
Distribution Systems 


Direct One-Level Two-Level 

Channel Channel Channel 



A firm may change its distribution system as circumstances change. 
For example, Dell, Inc., will soon open an integrated customer center and 
production facility in Xiamen, China. The facility will give Dell its first ma¬ 
jor presence in the world's most populous country, where it has marketed 
computers through distributors for several years. Thus, Dell will convert 
from a two-level distribution channel in China to a direct distribution 
channel, which is perfect for a product that may be damaged during trans¬ 
port and is not standardized. 

Factors That Determine the Optimal 
Channel of Distribution 

The optimal channel of distribution depends on the product's characteris¬ 
tics, such as its ease of transporting and degree of standardization. The 
firm's ability to fulfill Internet orders is also a factor. The effects of these 
characteristics are described next. 

Ease of Transporting If a product can be easily transported, the distribution 
channel is more likely to involve intermediaries. If the product cannot be 
transported, the producer may attempt to sell directly to consumers. For 
example, a manufacturer of built-in swimming pools must deal directly 
with the consumer, since the product cannot be channeled to the con¬ 
sumer. Conversely, aboveground pools are transportable and are more 
likely to involve intermediaries. 

Degree of Standardization Products that are standardized are more likely to 
involve intermediaries. When specifications are unique for each consumer, 
the producer must deal directly with consumers. For example, specialized 
office furniture for firms may vary with each firm's preferences. Special¬ 
ized products cannot be standardized and offered at retail shops. 

Internet Orders Firms that fill orders over the Internet tend to use a direct 
channel because their website serves as a substitute for a retail store. For 
example, Amazon.com provides a menu of books and other products that 
it can deliver to customers so that customers do not need to go to a retail 
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Gillette has numerous 
production facilities (like the 
one shown here) in which it 
produces and distributes 
products. 


Decision Making 



store to purchase these products. Amazon fills orders by having products 
delivered directly from its warehouses to customers. In fact, Amazon has 
recently built new warehouses in additional locations so that it can ensure 
quick delivery to customers throughout the United States and in many for¬ 
eign countries. 

Gateway sells its computers directly to customers. It states in its annual 
report that "the direct channel—delivering goods and services directly 
from manufacturing to customer—is simply the most efficient channel for 
business." The Gap uses the Internet to sell clothes directly to customers, 
but it still maintains its retail stores for customers who wish to shop at the 
mall rather than online. 


Selecting the Channels of Distribution 

C onsider the case of Italia Company (introduced at the beginning of the chapter), which 
produces expensive shoes. It cannot reach consumers directly from its factory, so it uses 
a one-level channel in which it distributes its shoes to some retail shoe stores. 

1. How could Italia Company use the Internet to create a direct channel of distribution? 

2. Should Italia consider a two-level channel of distribution? 


ANSWERS: 1. It could create a Web-based business in which it would sell the shoes online and have a delivery service deliver 
the shoes. 2. It does not need a two-level channel of distribution. 


BROOKS KRAFT/CORBIS 
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Differentiate between 
types of market coverage. 


market coverage 

the degree of product distribution 
among outlets 

intensive distribution 

the distribution of a product across 
most or all possible outlets 


Selecting the Degree of Market Coverage 


Any firm that uses a marketing intermediary must determine a plan for 
market coverage, or the degree of product distribution among outlets. 
Firms attempt to select the degree of market coverage that can provide 
consumers with easy access to their products, but they may also need to 
ensure that the outlets are capable of selling their products. Market cover¬ 
age can be classified as intensive distribution, selective distribution, or ex¬ 
clusive distribution. 

Intensive Distribution 

To achieve a high degree of market coverage for all types of consumers, 
intensive distribution is used to distribute a product across most or all pos¬ 
sible outlets. Firms that use intensive distribution ensure that consumers 
will have easy access to the product. Intensive distribution is used for prod¬ 
ucts such as chewing gum and cigarettes that do not take up much space 
in outlets and do not require any expertise for employees of outlets to sell. 

For example, PepsiCo uses intensive distribution to distribute its soft 
drinks and snacks. PepsiCo's products are sold through retail outlets that 
focus on food and drinks. The company distributes its soft drinks and snack 
foods to virtually every supermarket, convenience store, and warehouse 
club in the United States and in some foreign countries. 


selective distribution 

the distribution of a product 
through selected outlets 

exclusive distribution 

the distribution of a product 
through only one or a few outlets 


Some of Nike's shoes are 
sold exclusively to Foot 
Locker stores. 


Selective Distribution 

Selective distribution is used to distribute a product through selected out¬ 
lets. Some outlets are intentionally avoided. For example, some specialized 

computer equipment is 
sold only at outlets that 
emphasize computer sales 
because some expertise 
may be necessary. Some 
college textbooks are sold 
only at college bookstores 
and not at retail book¬ 
stores. Liz Claiborne dis¬ 
tributes its clothing only to 
upscale clothing stores. 

Exclusive 
Distribution 

With exclusive distribu¬ 
tion, only one or a few 
outlets are used. This is an 
extreme form of selective 
distribution. For example, 
some luxury items are dis¬ 
tributed exclusively to a 
few outlets that cater to 
very wealthy consumers. 
By limiting the distribu¬ 
tion, the firm can create or 
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Exhibit 13.4 

Alternative Degrees 
of Market Coverage 



Advantage 

Disadvantage 

Intensive distribution 

Gives consumers 
easy access. 

Many outlets will not accept 
some products if consumers 
are unlikely to purchase those 
products there. 

Selective distribution The distribution is Since the distribution is 

focused on outlets where selective, the products are not 

there will be demand for as accessible as they would be 

the products and/or if intensive distribution were 

where employees have used, 

expertise to sell the 
products. 

Exclusive distribution 

Since the distribution is 
focused on a few outlets, 
the products are perceived 
as prestigious. Also the 
producer can ensure that 
the outlets where the 
products are distributed 
are able to service the 
product properly. 

The product's access 
to customers is limited. 


maintain the prestige of the product. Some Nike brands are sold exclu¬ 
sively to Foot Locker's retail stores. 

Some products that have exclusive distribution require specialized ser¬ 
vice. A firm producing high-quality jewelry may prefer to distribute ex¬ 
clusively to one particular jewelry store in an area where the employees 
receive extensive training. 

Selecting the Optimal Type of Market Coverage 

Exhibit 13.4 compares the degrees of market coverage achieved by differ¬ 
ent distribution systems. The optimal degree of coverage depends on the 
characteristics of the product. 

How Marketing Research Can Influence the Market Coverage Decision Marketing re¬ 
search can help a firm determine the optimal type of coverage by identify¬ 
ing where consumers desire to purchase products or services. A firm may 
attempt to get customer feedback before it determines its market coverage. 
For example, a producer of DVDs could conduct a marketing survey to de¬ 
termine whether consumers would purchase its DVDs at grocery stores 
and retail stores as well as through video stores. If the survey leads to a de¬ 
cision to distribute through grocery stores, the firm can then use additional 
marketing research to compare the level of sales at its various outlets. This 
research will help determine whether the firm should continue distribut¬ 
ing DVDs through grocery stores. Nike has used marketing research to de¬ 
termine the types of outlets where it may be able to sell its shoes. When 
research showed that Foot Locker attracts teenagers who are often willing 
to spend at least $80 on shoes, Nike decided that Foot Locker was a feasi¬ 
ble retail outlet for its shoes. 
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Describe the various 
forms of transportation 
used to distribute 
products. 


Selecting the Optimal Market Coverage 

T he optimal market coverage is dependent on the specific characteristics of the product. 

Consider the case of Italia Company, which needs to distribute its designer shoes to 
retailers. It wants to decide on the optimal market coverage for these shoes. Because the 
shoes have high prices, Italia it uses selective distribution and distributes the shoes through 
upscale retail stores only. 

1. What is a possible disadvantage to Italia Company's decision to focus only on upscale 
retail stores? 

2. How would Italia have to adjust the prices of the shoes if it switched to intensive 
distribution? 

ANSWERS: 1. It can only sell its shoes at a limited number of outlets. 2. It would have to lower the prices so that the shoes 
might sell at all the retail outlets that are not upscale. 


Selecting the Transportation 
Used to Distribute Products 


Any distribution of products from producers to wholesalers or from 
wholesalers to retailers requires transportation. The cost of transporting 
some products can exceed the cost of producing them. An inefficient form 
of transportation can result in higher costs and lower profits for the firm. 
For each form of transportation, firms should estimate timing, cost, and 
availability. This assessment allows the firm to choose an optimal method 
of transportation. The most common forms of transportation used to dis¬ 
tribute products are described next. 

Truck 

Trucks are commonly used for transport because they can reach any des¬ 
tination on land. They can usually transport products quickly and can 
make several stops. For example, The Coca-Cola Company uses trucks to 
distribute its soft drinks to retailers in a city. 

Rail 

Railroads are useful for heavy products, especially when the sender and 
the receiver are located close to railroad stations. For example, railroads are 
commonly used to transport coal to electricity-generating plants. If a firm 
is not adjacent to a station, however, it must reload the product onto a 
truck. Because the road system allows much more accessibility than rail¬ 
road tracks, railroads are not useful for short distances. For long distances, 
however, rail can be a cheaper form of transportation than trucks. 

Air 

Transportation by air can be quick and relatively inexpensive for light 
items such as computer chips and jewelry. For a large amount of heavy 
products such as steel or wood, truck or rail is a better alternative. Even 
when air is used, trucks are still needed for door-to-door service (to and 
from the airport). 
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Toyota has developed a 
manufacturing plant in 
Kentucky (shown here) that 
is used to distribute its cars 
throughout the United States 
and to some other countries. 



Water 

For some coastal or port locations, transportation by water deserves to be 
considered. Shipping is necessary for the international trade of some goods 
such as automobiles. Water transportation is often used for transporting 
bulk products. 

Pipeline 

For products such as oil and gas, pipelines can be an effective method of 
transportation. However, the use of pipelines is limited to only a few types 
of products. 

Additional Transportation Decisions 

The selection of the proper form of transportation (such as truck, rail, and 
so on) is only the first step in developing a proper system for transporting 
products. Consider the transportation decisions faced by Toyota, which 
sends cars from its factory in Kentucky to various dealerships around the 
country, ft used to let its finished cars sit until it had a large batch to send 
by rail to a specific city. Now it immediately sends its finished vehicles by 
rail to a sorting dock, where they are sorted and then delivered to various 
cities nearby. Consequently the cars no longer sit at the factory. This pro¬ 
cess has reduced the distribution time by two days. 

Also, consider the distribution decisions faced by PepsiCo, which may 
receive orders for its snack foods and soft drinks from 100 stores in a single 
city every week, ft must determine an efficient way to load the products 
and then create a route to distribute those products among stores, ft must 
decide the best route and the number of trucks needed to cover the 100 
stores, ft must also decide whether to distribute snack foods and soft drinks 
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Explain how the 
distribution process 
can be accelerated. 


simultaneously or have some trucks distribute snack foods and others dis¬ 
tribute soft drinks. 

In reality, no formulas are available to determine the ideal distribution 
system. Most brms attempt to estimate all the expenses associated with 
each possible way of delivering products that are ordered. Firms compare 
the total estimated expenses of each method and select the one that is most 
efficient. 


Selecting a Mode of Transportation 

R ecall that Italia Company produces designer shoes and distributes them to upscale re¬ 
tail shoe stores. Since it is based in San Diego and all of the retailers are based in south¬ 
ern California, it transports its shoes to the retailers by truck. This method is inexpensive 
because all of the retailers are within an hour's drive of Italia's factory. If Italia decides to dis¬ 
tribute its shoes to other markets such as Chicago and New York, delivery by truck would 
not be efficient. Italia would hire a delivery service to deliver the shoes to some outlets in 
Chicago and New York. Because it would have to pay a higher cost for this delivery service, it 
would charge a higher price to the retailers in those cities. 

1. Should Italia Company consider transporting its shoes to its existing retailers by rail? 

2. Why is Italia's pricing of its shoes partially related to its cost of transporting the shoes? 

ANSWERS: 1. No, because trains would not be able to go directly to the retail stores. A truck would still be needed. 2. Italia 
needs to price the shoes to account for its costs, including the cost of transportation. 


How to Accelerate the Distribution Process 


The structure of a firm's distribution system affects its performance. A 
lengthy distribution process has an adverse effect. First, products will take 
longer to reach customers, which may allow competitors to supply prod¬ 
ucts to the market sooner. As a result, retail stores or customers may order 
their products from other firms. 

A slow distribution process will also result in a lengthy period from the 
time the firm invests funds to produce the product until it receives revenue 
from the sale of the product. In most cases, firms will not receive payment 
until after customers receive the products. Consequently, firms are forced 
to invest their funds in the production process for a longer period of time. 

To illustrate the importance of speed in the distribution process, con¬ 
sider that the actual time required to distribute a typical cereal box from 
the producer to the retailer (the grocery store) is about 100 days. Now con¬ 
sider a cereal firm that receives $100 million per year in revenue from the 
sale of cereal and finds a way to reduce its distribution time from 100 days 
to 60 days on average. In a typical year, this firm will receive its $100 mil¬ 
lion of revenue 40 days earlier than before, meaning that it will have 40 
extra days to reinvest those funds in other projects. Thus, a reduction in 
distribution time can enhance a firm's value. 
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Exhibit 13.5 

Example of a Restructured 
Distribution Process 


Previous 

Distribution Process 


Restructured 
Distribution Process 



Streamline the Channels of Distribution 

Many firms are attempting to streamline the channels of distribution so 
that the final product reaches customers more quickly. For example, by 
eliminating some of its six regional warehouses, National Semiconductor 
reduced its typical delivery time by 47 percent and its cost of distribution 
by 2.5 percent, ft now sends its microchips directly to customers around 
the world from its distribution center. This restructuring has removed one 
level of the distribution process, as shown in Exhibit 13.5. 

Restructuring a distribution process commonly results in the elimina¬ 
tion of warehouses. When products are light (such as microchips) and can 
be easily delivered by mail to customers, warehouses may not be needed. 
Heavy products (such as beverages), however, cannot be easily delivered 
by mail, so warehouses are necessary. 

Use of the Internet for Distribution 

Electronic business has streamlined the distribution by providing infor¬ 
mation on websites so that customers can compare prices and quality of 
products. 

For example, Autobytel.com provides information about new car 
purchases, offers suggestions about leasing, gives access to dealer in¬ 
voices, and enables the consumer to find a low-cost car dealer in the area. 
Paperexchange.com acts as a broker for paper products and equipment. 
The way consumers make their purchases is gradually changing. The result 
is more competition among firms and less brand loyalty. 

Companies must adapt to this changing business model. Perhaps the 
most significant change will be the disruption of traditional distribution 
channels. As the Internet eliminates the distance between producers and 
consumers, it also eliminates the need for wholesalers, distributors, and re¬ 
tailers. As mentioned earlier, Amazon.com and Dell, Inc., are examples of 
companies that have prospered without traditional retail outlets. 

When firms sell their products directly to customers without using re¬ 
tail stores, they can improve their efficiency. They may be able to sell their 
product at a lower price as a result. Another significant change occurs in 
firms' relationships with suppliers and freight haulers. A web of commu¬ 
nication allows for increased collaboration and the creation of a partner¬ 
ship in the production chain. 
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Integrate the Production and Distribution Processes 

The distribution process can also be accelerated by improving its interac¬ 
tion with the production process. Notice in Exhibit 13.6 how the produc¬ 
tion process interacts with the distribution process. As an example, if a firm 
produces automobiles but does not distribute them quickly, it may have to 
halt the production process until it has room to store the newly produced 
automobiles. Alternatively, if an insufficient quantity of automobiles is 
produced, the manufacturer will not be able to distribute as many auto¬ 
mobiles as dealers desire, no matter how efficient its distribution process is. 

Saturn ensures that its production and distribution processes interact. 
Its factories must always have the supplies and parts needed to produce a 
large volume of automobiles. Then, the automobiles are distributed to nu¬ 
merous dealerships around the country. Local or economic conditions can 
cause the amount of new automobiles that dealerships periodically need to 
change abruptly. Thus, Saturn's production and distribution processes 
must be able to respond quickly to abrupt changes in the demand by deal¬ 
erships. Since Saturn allows interaction between its production process 
and its distribution process, it can adjust to satisfy demand. 

Compaq Computer (a division of Hewlett-Packard) also used interac¬ 
tion between production and distribution to accelerate its process of dis¬ 
tributing computers to more than 30,000 wholesalers and retail stores. It 


Exhibit 13.6 

Relationship between 
Production and Distribution 



Management of the Management of the 

Production Process Distribution Process 
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Exhibit 13.7 

Steps Involved in the 
Production and Distribution 
of Products 



significantly reduced the time from when a final product was produced 
until it left the production plant. Computer technology was used to in¬ 
dicate which products should be loaded onto specific trucks for delivery 
purposes. 

Exhibit 13.7 provides another perspective on the tasks involved from 
the time supplies and materials used to produce a product are ordered un¬ 
til the product is delivered to retailers. This exhibit shows how the distri¬ 
bution of products relies on production. If any step in the production 
process breaks down and lengthens the production period, products will 
not be distributed on a timely basis. 

Assuming that the production process is properly conducted, the firm 
still needs an efficient distribution system to ensure that products are 
consistently available for customers. One of the keys to an efficient distri¬ 
bution system is to ensure that any intermediaries used to transfer prod¬ 
ucts from producers to consumers maintain an adequate inventory. The 
producer must maintain sufficient inventory in anticipation of orders from 
wholesalers, retailers, or customers. If it does not, it will experience short¬ 
ages. This task is especially challenging when the firm produces a wide 
variety of products and sells them to several different intermediaries or 
customers. 

Role of E-Marketing E-marketing can facilitate the integration between a 
firm's production and distribution processes. The firm's volume of orders 
should be updated online and be accessible to both the intermediaries and 
the production facilities. Consider a manufacturer of video games that has 
a sales force assigned to sell its games to retail stores. Each salesperson can 
use the same online ordering service to transmit new orders. The online 
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Cross Functional Teamwork 

Interaction between Distribution Decisions and Other Business Decisions 


W hen marketing managers decide how to distribute a 
product, they must consider the existing production 
facilities. Firms that have production facilities scattered 
around the United States can more easily distribute their 
products directly from those facilities to the retailer or to 
the customer. Conversely, firms that use a single manufac¬ 
turing plant may rely on intermediaries to distribute the 
product. When a large production facility is needed to 
achieve production efficiency (as in automobile manufac¬ 
turing), intermediaries are used to distribute the product. 

When a firm creates a new product that will be de¬ 
manded by customers throughout the United States, it 
must decide where to produce and how to distribute the 
product. The two decisions are related. Financial managers 
of the firm use input provided by production managers on 
estimated production costs and from marketing managers 
on estimated distribution costs. If the product is to be pro¬ 
duced at a single manufacturing plant, the production cost 
can be minimized, but the distribution costs are higher. 
Conversely, if the product is produced at several small man¬ 
ufacturing plants, the production costs are higher, but the 


distribution costs are relatively low.The financial analysis 
conducted by financial managers can determine the com¬ 
bination of production and distribution that is most 
efficient. 

Many firms use a single manufacturing plant in the 
United States and distribute their products throughout the 
country. If they experience some demand from foreign 
customers, they may initially attempt to export the prod¬ 
ucts. The cost of distributing products to foreign countries 
can be very high, however, so U.S. firms often establish a 
foreign production facility to accommodate the foreign de¬ 
mand. For example, Apple Computer now has three manu¬ 
facturing plants. Its original plant in California is used to 
accommodate the demand by U.S. customers. Its plant in 
Europe produces computer products that are distributed 
to sales offices throughout Europe. Its plant in Singapore 
produces computer products that are distributed to sales 
offices throughout Asia. Apple Computer maintains rela¬ 
tively low distribution expenses by having a manufactur¬ 
ing plant in each region of the world where there is a large 
demand for its products. 


service continuously updates the total orders received by the entire sales 
force. The firm fills these orders from its existing inventory. Thus, by 
checking the orders, the firm can determine where future inventory short¬ 
ages may occur and can increase its production of whatever video games 
have a low inventory. 


Decision Making Accelerating the Distribution 

R ecall that Italia Company produces designer shoes. It decides to establish its own e-tail 
website as a way to allow a faster distribution process to some customers. Although 
there is a cost to developing the website, Italia will be able to sell its shoes directly to cus¬ 
tomers targeted for future business. Thus, the price that it will receive from these sales will 
be higher than the price it receives when it sells its shoes to other retailers who demand a 
discounted price so that they profit from serving as a retailer. 

1. Flow is Italia's decision to accelerate its distribution process related to its decision re¬ 
garding its market coverage? 

2. Explain how Italia's decision to accelerate the distribution process affects its decision 
regarding channels of distribution. 

ANSWERS: 1. Italia accelerates the distribution process only for a selected group of customers in order to maintain its selec¬ 
tive distribution. Generally, accelerating the distribution process results in more intensive market coverage. 2. When Italia 
accelerates the distribution process by establishing a website, it circumvents some channels of distribution (by avoiding 
retail stores). 
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Explain how retailers 
serve customers. 


independent retail store 

a retailer that has only one outlet 

chain 

a retailer that has more than one 
outlet 


full-service retail store 

a retailer that generally offers 
much sales assistance to customers 
and provides servicing if needed 

self-service retail store 

a retailer that does not provide 
sales assistance or service and sells 
products that do not require much 
expertise 


Background on Retailers 


Retailers serve as valuable intermediaries by distributing products directly 
to customers. One of the most successful retailers in the world is Wal-Mart, 
ft explains that its distribution network is a key to its success in a recent an¬ 
nual report: 

" Wal-Mart is in the business of serving customers. In the United States, our 
operations are centered on operating retail stores and membership ware¬ 
house clubs.... We have built our business by offering our customers qual¬ 
ity merchandise at low prices. We are able to lower the cost of merchandise 
through our negotiations with suppliers (wholesalers) and by efficiently 
managing our distribution network ." 

—Wal-Mart Corporation 

Most retailers can be described by the following characteristics: 

► Number of outlets 

► Quality of service 

► Variety of products offered 

► Store versus nonstore 

Number of Outlets 

An independent retail store has only one outlet, whereas a chain has 
more than one outlet. Although there are more independent stores than 
chain stores, the chain stores are larger on average. Chain stores such as 
Home Depot, Ace Hardware, and Wal-Mart can usually obtain products at 
a lower cost because they can buy in bulk from the producer (or its inter¬ 
mediaries). Wal-Mart typically deals with the manufacturer so that it can 
avoid any markup by marketing intermediaries. Chain stores often have a 
nationwide reputation, which usually provides credibility. This is a major 
advantage over independent stores. 

Quality of Service 

A full-service retail store generally offers much sales assistance to cus¬ 
tomers and provides servicing if needed. Some products are more appro¬ 
priate for full service than others. For example, a men's formal wear store 
offers advice on style and alters the fit for consumers. An electronics store 
such as Radio Shack provides advice on the use of its products. A self- 
service retail store does not provide sales assistance or service and sells 
products that do not require much expertise. Examples of self-service 
stores are Publix Supermarkets and 7-Eleven. 

Some retail stores are adapting to the varied preferences of their cus¬ 
tomers. For example, stores such as Sears and Circuit City offer personal¬ 
ized sales service for customers who need that service. At the same time, 
they also allow other customers who do not want personalized service 
to place orders online and pick up the merchandise from the stores. By 
placing their orders online, the customers avoid time in the store; by 
picking up the merchandise, they avoid a delivery fee. In addition, they 
receive the products quicker by picking them up than if they waited for 
delivery. 
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Circuit City sells many types 
of expensive electronic 
products and provides the 
personalized service that 
customers want. 



specialty retail store 

a retailer that specializes in a 
particular type of product 

variety retail store 

a retailer that offers numerous 
types of goods 


Variety of Products Offered 

A specialty retail store specializes in a particular type of product, such as 
sporting goods, furniture, or automobile parts. Kinney's Shoes, which spe¬ 
cializes in shoes, is an example of a specialty store. These stores tend to fo¬ 
cus on only one or a few types of products but have a wide selection of 
brands available. A variety retail store offers numerous types of goods. For 
example, KMart, J. C. Penney, and Sears are classified as variety stores be¬ 
cause they offer a wide variety of products, including clothes, household 
appliances, and even furniture. 

The advantage of a specialty store is that it may carry a certain degree of 
prestige. If an upscale clothing store begins to offer other types of products, 
it may lose its prestige. The disadvantage of a specialty store is that it is not 
as convenient for consumers who need to purchase a variety of goods. Some 
consumers may prefer to shop at a store that sells everything they need. 

Specialty shops in a shopping mall can retain their specialization and 
prestige while offering consumers more convenience. Because the mall 
contains various specialty shops, consumers may perceive it as one large 
outlet with a variety of products. 

Several of these characteristics can be used to describe a single retailer. 
For example, consider Blockbuster Video, ft is a chain, a self-service store, 
and a specialty store. The Athlete's Foot is a chain, a full-service store, and 
a specialty store. 


Store versus Nonstore 

Although most retailers use a store to offer their service, others do not. The 
three most common types of nonstore retailers are mail-order retailers, 
websites, and vending machines. 
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Mail-Order Retailers A mail-order retailer receives orders through the mail or 
over the phone. It then sends the products through the mail. Mail-order 
retailers have become very popular in recent years because many con¬ 
sumers have less leisure time than before and desire shopping conve¬ 
nience. In particular, mail-order clothing retailers have been extremely 
successful, as consumers find it more convenient to order by phone than 
to shop in stores. Mail order is more likely to work for products that are 
light, are somewhat standardized, and do not need to be serviced. 

Home shopping networks are a form of mail-order retailing. They have 
become very popular for specialized items such as jewelry. 

Websites Many firms have established websites where their products can 
be ordered. One of the main advantages of this method over mail order is 
that the firm does not have to send out catalogs. In addition, changes can 
be made easily and frequently. 

Most mail-order firms have transformed their business to allow online 
orders as well. Lands' End is a typical example. It has 16 retail stores and 
also does substantial business as a catalog retailer, accepting phone orders 
for clothing and fulfilling the orders by mail. With the emergence of the 
Internet, Lands' End decided to set up a website and accept online orders. 
The website can reach customers who do not have a catalog available, and 
Lands' End can easily change the website at any time, whereas any 
changes to its catalog will require another distribution to customers by 
mail. Lands' End's online orders now account for about a third of its total 
sales. 

Vending Machines Vending machines have also become popular as a result 
of consumer preferences for convenience. They are often accessible at all 
hours. Although they were initially used mainly for cigarettes, candy, and 
soft drinks, some machines are now being used for products such as over- 
the-counter medications, razors, and travel insurance. 


Lands' End has retail outlet 
stores to complement its 
catalog service. 
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Explain how wholesalers 
can serve manufacturers 
and retailers. 


Choosing Retailers 

T he manner in which a firm should rely on retailers is dependent on the characteristics 
of the firm.To illustrate, recall that Italia Company produces designer shoes and has re¬ 
stricted its market coverage to some upscale retail shoe stores. Italia wants to reach addi¬ 
tional customers without reducing its prestige. It contacts specific upscale clothing stores 
that have established catalog and website businesses (e-tailing) and accept orders through 
them. Overall, Italia's plans for using retail stores online are intended to increase its revenue 
(without hurting its image) and therefore increase its profits. 

1. How is Italia's decision to use online retailers related to its decision regarding the 
degree of market coverage? 

2. How is Italia's decision to use online retailers related to its decision about the pricing of 
products? 

ANSWERS: 1. The selection of specific online retailers influences how many customers have access to Italia's product and 
therefore affects the degree of market coverage. 2. If Italia uses online retailers, it will have to set a price low enough that 
its shoes will attract demand even after retailers apply a markup to the price that Italia charges the retailers. 


Background on Wholesalers 


Wholesalers are intermediaries that purchase products from manufactur¬ 
ers and sell them to retailers. They are useful to both manufacturers and 
retailers, as explained next. 

How Wholesalers Serve Manufacturers 

Wholesalers offer five key services to manufacturers: 

► Warehousing 

► Sales expertise 

► Delivery to retailers 

► Assumption of credit risk 

► Information 

Warehousing Wholesalers purchase products from the manufacturer in 
bulk and maintain these products at their own warehouses. Thus, manu¬ 
facturers do not need to use their own space to store the products. In ad¬ 
dition, manufacturers can maintain a smaller inventory and therefore do 
not have to invest as much funds in inventory. 

To illustrate how manufacturers can benefit from this warehousing, 
consider Jandy Industries, which produces equipment for swimming 
pools. Jandy sells its products in bulk to wholesalers that are willing to 
maintain an inventory of parts. Jandy focuses on maintaining its own in¬ 
ventory of uncommon parts that are not carried by wholesalers. 

Sales Expertise Wholesalers use their sales expertise when selling products 
to retailers. The retailer's decision to purchase particular products may be 
primarily due to the wholesaler's persuasion. Once a wholesaler persuades 
retailers to purchase a product, it will periodically contact the retailers to 
determine whether they need to purchase more of that product. 
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This clothing warehouse 
buys clothing in bulk 
and then distributes it 
to retail stores. 



Delivery to Retailers Wholesalers are responsible for delivering products to 
various retailers. Therefore, manufacturers do not need to be concerned 
with numerous deliveries. Instead, they can deliver in bulk to wholesalers. 

Assumption of Credit Risk When the wholesaler purchases the products from 
the manufacturer and sells them to retailers on credit, it normally assumes 
the credit risk (risk that the bill will not be paid). In this case, the manu¬ 
facturer does not need to worry about the credit risk of the retailers. 

Information Wholesalers often receive feedback from retailers and can 
provide valuable information to manufacturers. For example, they can 
explain to the manufacturer why sales of the product are lower than 
expected and can inform the manufacturer about new competing products 
that are being sold in retail stores. 

How Wholesalers Serve Retailers 

Wholesalers offer five key services to retailers: 

► Warehousing 

► Promotion 

► Displays 

► Credit 

► Information 

Warehousing Wholesalers may maintain sufficient inventory so that retail¬ 
ers can order small amounts frequently. Thus, the retailers do not have to 
maintain a large inventory because the wholesalers have enough inven¬ 
tory to accommodate orders quickly. 

Promotion Wholesalers sometimes promote their products, and these ef¬ 
forts may increase the sales of those products by retail stores. The promo¬ 
tional help comes in various forms, including posters or brochures to be 
displayed in retail stores. 
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Explain the strategy and 
potential benefits of 
vertical channel 
integration. 

vertical channel integration 

two or more levels of distribution 
are managed by a single firm 


Displays Some wholesalers set up a display of the products for the retail¬ 
ers. The displays are often designed to attract customers' attention but take 
up little space. This is important to retailers because they have a limited 
amount of space. 

Credit Wholesalers sometimes offer products to retailers on credit. This 
provides a form of financing for retailers, who may have to borrow funds 
if they are required to make payment when receiving the products. 

Information Wholesalers can inform retailers about policies implemented 
by other retailers regarding the pricing of products, special sales, or 
changes in the hours their stores are open. A retailer can use this type of 
information when it establishes its own related policies. 


Whether to Use an Intermediary 

T he manner in which a firm uses an intermediary is dependent on its specific characteris¬ 
tics. To illustrate, recall that Italia Company produces designer shoes that are sold to 
specific retailers. Italia is considering using an intermediary to reach additional retail outlets. 
However, it recognizes that it would have to sell its shoes to the intermediary at a lower 
price because the intermediary would want profits from selling the shoes to retailers. In ad¬ 
dition, Italia is concerned that this form of distribution could lead to more intensive market 
coverage, which would reduce the appeal of its designer shoes. Italia decides to continue to 
restrict its distribution so that it can retain its prestige image. 

1. Under what conditions could an intermediary benefit Italia? 

2. Explain why Italia's decision regarding the use of an intermediary is related to its pricing 
decision. 

ANSWERS: 1. Italia might benefit if the intermediary reaches additional prestige retailers that Italia could not reach on its 
own. 2. If it uses an intermediary, its prices will have to be low enough to allow the intermediary to apply a markup before 
selling the shoes to retailers. 


Vertical Channel Integration 


Some firms use vertical channel integration, in which two or more levels 
of distribution are managed by a single firm. This strategy can be used by 
manufacturers or retailers, as explained next. 

Vertical Channel Integration by Manufacturers 

Manufacturers may decide to vertically integrate their operations by estab¬ 
lishing retail stores. Consider a producer of clothing that has historically 
sold its clothes to various retailers. It notices that the retailers' prices are typ¬ 
ically about 90 percent above what they paid for the clothes. Consequently, 
the clothing manufacturer may consider opening its own retail shops if it 
can achieve higher sales by selling its clothes through these shops. 

L. L. Bean has established its own outlet stores that sell the clothing it 
produces. In this way, the firm serves as the producer and as an interme¬ 
diary. The intermediaries (outlets) allow the product to be widely distrib¬ 
uted. Meanwhile, all earnings generated by the producer or the outlets are 
beneficial to the owners of L. L. Bean. 
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Cross Functional Teamwork 

Relationship between Pricing and Distribution Strategies 


A firm's pricing strategy also influences its distribution 
strategy. If the pricing strategy is intended to focus only 
on wealthy customers, the firm's products may be distrib¬ 
uted exclusively to upscale outlets. If the prices are set 
lower to attract a wide variety of customers, however, the 
products will be distributed across many outlets to achieve 
broad coverage. 


Just as pricing can influence distribution, distribution 
can influence pricing. When firms began to offer prod¬ 
ucts directly to consumers over the Internet instead of 
through retail stores, the firms were able to reduce the 
prices charged because they avoided any intermediaries. 


When a producer or wholesaler considers expanding into retailing op¬ 
erations, it must address the following questions: 

► Can it absorb the cost of leasing store space and employing workers? 
These costs can be substantial. 

► Can the firm offer enough product lines to make full use of a store? If 
the firm specializes in producing pullover shirts, it will not have a suffi¬ 
cient variety to attract consumers. 

► Will the additional revenue to be earned cover all additional costs 
incurred? 

► Will the firm lose the business that it had developed with other retail 
firms once it begins to compete with those firms on a retail level? 

The idea of expansion may become less appealing when the wholesaler ad¬ 
dresses these questions. 

Vertical Channel Integration by Retailers 

Just as a producer may consider establishing retail outlets, a retailer may 
consider producing its own products. Consider a clothing retailer that has 
historically purchased its clothes from several different producers. It be¬ 
lieves that the producer's cost is about 50 percent less than the price 
charged to retailers. Consequently, it begins to consider producing the 
clothes itself. This is the reverse of the previous example. Yet it also involves 
a firm that is considering vertical integration. 

When a retailer considers expanding into production of products, it 
must address the following questions: 

► Can it absorb the expenses resulting from production, including the 
cost of a production plant and new employees? 

► Does it have the expertise to adjust the production process as consumer 
tastes change over time? If a clothing manufacturer cannot adjust, it 
may be stuck with a large inventory of out-of-date clothing. 

In general, the firm must decide whether the benefits from producing the 
clothes itself are greater than the additional costs. 
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Global Busin 


Global Distribution 


I n the United States, the distribution network is well orga¬ 
nized. Manufacturers of most products are able to find dis¬ 
tributors that have the knowledge and relationships with 
retailers to distribute the products. In many foreign coun¬ 
tries, however, distribution networks are not well organized. 
Many products have simply not been marketed in some less- 
developed countries, so a distribution network has never 
been established for these products. Now that U.S. firms 
have begun to market numerous products to these coun¬ 
tries, they recognize that they cannot necessarily rely on in¬ 
termediaries to distribute the products. Therefore, the firms 
may need to distribute their products directly to retail out¬ 
lets or to the customers who purchase the products. 

To illustrate the potential problems associated with dis¬ 
tribution in a foreign country, consider the dilemma of Ben 
& Jerry's Homemade, which has begun to produce and sell 
ice cream in Russia. In Russia and in some other countries, 
the distribution of some products is controlled by organized 
crime. Consequently, distributing products through the ex¬ 


isting distribution network may necessitate extra payoffs to 
the intermediaries. Also, the intermediaries may decide to 
focus their efforts on selling other products that offer higher 
payoffs. Rather than search for an intermediary to distribute 
its ice cream, Ben & Jerry's decided to distribute the ice 
cream to outlets itself. It identified a reputable firm in Russia 
to establish a distribution network. 

As Ben & Jerry's was distributing ice cream to outlets, 
it found that they had limited capacity in their freezers to 
store ice cream. So it provided the outlets with freezers. This 
allows Ben & Jerry's to distribute more ice cream to each 
outlet. 

Ben & Jerry's also needed to train the outlets'employ¬ 
ees about the different flavors of ice cream, which resulted 
in another type of expense that is not incurred when selling 
ice cream in the United States. Ben & Jerry's experience in 
distributing ice cream to outlets in Russia illustrates how the 
strategy used for distributing a specific product may vary 
with the country where the product is being sold. 




Decision Making Deciding Whether to Serve as a Retailer 

I talia Company has noticed that retail shoe stores commonly charge a very high markup 
for its shoes. It is considering whether to establish retail shoe stores to distribute its shoes. 
If it opens its own retail stores, its revenue would be higher because it would receive the 
retail price when selling shoes rather than selling the shoes to the retail stores at a lower 
price. However, it would incur the cost of leasing store space and operating the retail stores. 
This cost would be very large, and Italia Company does not have business experience in the 
retail shoe business. It decides not to establish retail stores because the expense would be 
too large. 

1. Explain why Italia's distribution would be very limited if it relied solely on the few retail 
stores that it could create to distribute its shoes. 

2. Why can't Italia's website serve as a perfect substitute for a retail store? 

ANSWERS: 1. Italia would only attract customers who live near its retail stores. Therefore, its distribution would reach only a 
small proportion of the customers who may be willing to purchase its shoes. 2. Some customers prefer to shop at stores so 
that they can try on the shoes and determine whether they are comfortable. These customers tend to buy shoes at retail 
stores rather than through an online website. 
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College Health Club: CHC’s Distribution 

As Sue Kramer develops her business plan for College Health Club (CHC), she must deter¬ 
mine her method of distribution. Her business will provide health club services. Like most 
services, health club services will be distributed directly to the customer. 

Sue also plans to use CHC as a retailer for vitamin supplements. CHC will purchase jars 
of supplements from a vitamin wholesaler and then sell them to its members. In addition, 
she considers serving as a retailer of exercise clothing for CHC's members. She met with 
a wholesaler of exercise clothing to learn what types of clothing she could purchase and 
at what prices. The retail price charged at CHC would be higher than the wholesale price, 
resulting in a profit for CHC. 
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Summary 


D The advantages of a direct 
channel of distribution are 

► the full difference between the 
producer's cost and the price 
paid by the consumer goes to 
the producer; and 

► the producer can easily obtain 
firsthand feedback on the prod¬ 
uct, allowing for quick response 
to customer complaints and the 
opportunity to quickly correct 
any deficiencies. 

The disadvantages of a direct chan¬ 
nel of distribution are 

► the producer must employ more 
salespeople; 

► the producer must provide all 
product promotions (some in¬ 
termediaries might be willing 
to promote the products for 
producers); and 

► the producer may have to pro¬ 
vide credit to customers and in¬ 
cur the risk of bad debt (some 
intermediaries might be willing 
to incur this risk). 

The optimal channel of distribution 
is dependent on the product's ease 
of transportation: the greater the 
ease, the more likely that intermedi¬ 
aries could be used. It is also depen¬ 
dent on the product's degree of 
standardization: the more standard¬ 
ized the product, the more likely 
that intermediaries could be used. 

^3 The three types of market 
coverage are 

► intensive distribution, which is 
used to distribute the product 
across most or all outlets; 

► selective distribution, which is 
used to intentionally avoid some 
outlets; and 

► exclusive distribution, which 
uses only one or a few outlets. 


^3 The most common forms of 
transportation are truck, rail, air, 
water, and pipeline. Trucks can 
reach any destination on land with 
the ability to make multiple stops. 
Railroads are useful for heavy prod¬ 
ucts being transported over long 
distances. Air transportation can be 
quick and relatively inexpensive for 
light items. Transportation by water 
should be considered for coastal or 
port locations, particularly for bulk 
products being transported inter¬ 
nationally. Pipeline is an effective 
method of transportation for prod¬ 
ucts such as oil and gas. 

A quick distribution process 
not only satisfies customers but also 
reduces the amount of funds that 
must be used to support this process. 
Firms may accelerate their distribu¬ 
tion process by reducing the chan¬ 
nels of distribution. Alternatively, 
they may improve the interaction 
between the distribution and pro¬ 
duction processes. The distribution 
process relies on the production pro¬ 
cess to have products ready when 
needed. 

H Retailers serve as intermedi¬ 
aries for manufacturers by distribut¬ 
ing products directly to customers. 
Each retailer is distinguished by its 
characteristics, such as number of 
outlets (independent versus chain), 
quality of service (self-service versus 
full-service), variety of products of¬ 
fered (specialty versus variety), and 
whether it is a store or a nonstore 
retailer. 

Wholesalers serve manufac¬ 
turers by 

► maintaining the products pur¬ 
chased at their own warehouse. 


which allows manufacturers to 
maintain smaller inventories; 

► using their sales expertise to sell 
products to retailers; 

► delivering the products to 
retailers; 

► assuming credit risk in the event 
that the retailer does not pay its 
bills; and 

► providing information to manu¬ 
facturers about competing prod¬ 
ucts being sold in retail stores. 

Wholesalers serve retailers by 

► maintaining sufficient inventory 
so that retailers can order small 
amounts frequently; 

► sometimes promoting the prod¬ 
ucts they sell to the retailers; 

► setting up product displays for 
retailers; 

► offering products on credit to re¬ 
tailers; and 

► informing retailers about policies 
implemented by other retailers 
regarding the pricing of prod¬ 
ucts, allocation of space, and 

so on. 

Vertical channel integration 
is the managing of more than one 
level of the distribution system by 
a single firm. For example, a manu¬ 
facturer of a product may create an 
intermediary such as a retail store to 
distribute the product. Alternatively, 
an intermediary may decide to pro¬ 
duce the product instead of ordering 
it from manufacturers. In either 
example, a single firm serves as a 
manufacturer and an intermediary 
and would no longer rely on an¬ 
other firm to manufacture or distrib¬ 
ute its product. 
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How the Chapter Concepts 
Affect Business 
Performance 

A firm's decisions regarding the dis¬ 
tribution concepts summarized here 
affect its performance. The decisions 
about the channels of distribution, 
market coverage, and intermediaries 
determine the number of customers 
that the firm targets and therefore 
influence its revenue. Its transporta¬ 
tion decision affects its expenses. Its 
decision to accelerate the distribu¬ 
tion process may influence its rev¬ 
enue and its expenses. 
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Key Terms 


agents 495 
chain 508 
direct channel 493 
exclusive distribution 499 
full-service retail store 508 
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intensive distribution 499 
market coverage 499 
marketing intermediaries 494 
merchants 495 
one-level channel 495 
selective distribution 499 


self-service retail store 508 
specialty retail store 509 
two-level channel 495 
variety retail store 509 
vertical channel integration 513 


Review & Critical Thinking Questions 


1. Discuss the advantages and dis¬ 
advantages of direct channel 
distribution. 

2. Compare and contrast one- 
level and two-level channels 
of distribution. 

3. Briefly summarize the factors 
that determine an optimal chan¬ 
nel of distribution. 

4. What type of distribution system 
would a manufacturer use for the 
following products: (a) Calvin 
Klein jeans, (b) hometown news¬ 
papers, (c) Kenmore automatic 
washers? 

5. Explain why Liz Claiborne dis¬ 
tributes its clothing at upscale 
clothing stores as opposed to dis¬ 
count chain stores. 

6. How can marketing research de¬ 
termine the optimal type of dis¬ 
tribution coverage for a firm? 


7. List the various modes of trans¬ 
portation that can be used to dis¬ 
tribute a product. 

8. What mode of transportation 
should be considered by an or¬ 
chid grower in Hawaii who sends 
orchids to retail stores in other 
states? Why? 

9. A manufacturer who sells staple 
products to mini-mart service 
stations would utilize whole¬ 
salers and retailers to reach the 
final customer. Why? 

10. What is the relationship between 
production and distribution in 
reaching the ultimate consumer? 

11. In the United States, the distribu¬ 
tion network is well organized. 
However, in foreign countries, 
especially developing countries, 
distribution networks are not 
well organized. Why is this so? 

12. Briefly summarize the character¬ 
istics of retailers. 


13. List the five key services 
provided by wholesalers to 
manufacturers. 

14. How do merchants and agents 
differ? 

15. Why might a small producer be 
part of a two-level channel of 
distribution rather than a direct 
channel? 

16. Why are Internet businesses 
likely to involve direct channel 
distribution? 

17. Identify an advantage and a 
disadvantage of exclusive 
distribution. 

18. How do chains differ from inde¬ 
pendent retail stores? 

19. How do specialty stores differ 
from variety retail stores? 

20. Define vertical channel 
integration. 


Discussion Questions 


1. Discuss the likely events result¬ 
ing from the elimination of in¬ 
termediaries for the following 
products: (a) Rolling Rock beer, 
(b) Levi's jeans, (c) Jeep Grand 
Cherokee. 

2. How can a firm use the Internet 
to enhance its degree of market 
coverage? How can it use the In¬ 
ternet to accelerate the distribu¬ 
tion process? 


3. Recently, community colleges 
have realized that they must give 
thought to their distribution sys¬ 
tems. What distribution deci¬ 
sions might community colleges 
have to make? 

4. Describe an appropriate channel 
of distribution for (a) a loaf of 
bread sold in a local grocery 
store, (b) a Buick Regal, (c) a 
door-to-door salesperson. 


5. Select the appropriate distribu¬ 
tion (intensive, selective, or 
exclusive) for the following 
products: (a) Ethan Allen furni¬ 
ture, (b) Marlboro cigarettes, 

(c) Reebok shoes, (d) USA Today. 

6. Assume you are a retailer of very 
expensive jewelry. Would your 
products be more likely to be 
sold in a chain or an indepen¬ 
dent retail outlet? Would your 
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products be more likely to be 
sold in a specialty or a variety 
retail store? 

7. Why might a manufacturer pre¬ 
fer to use a wholesaler rather 
than a direct distribution system 
in terms of credit risk? 


8. How do the services provided by 
wholesalers to manufacturers 
differ from those provided by 
wholesalers to retailers? 

9. Why might vertical channel 
integration benefit a clothes 


producer? What might be the 
drawbacks? 

10. Why is a quick distribution pro¬ 
cess beneficial to (a) a retailer of 
live fish and (b) a swimwear 
company? 


It’s Your Decision: Distribution Decisions at DHD 

1. A manufacturer of exercise clothing has asked Sue Kramer, the president of CHC, if she 
wants CHC to serve as a retailer by selling clothes to its members, if Sue agrees to sell 
exercise clothing produced by the manufacturer, will the distribution system be a direct 
channel, a one-level channel, or a two-level channel? 

2. Sue has considered producing her own line of exercise clothing and selling it at CHC. 
Would this type of distribution be a direct channel, a one-level channel, or a two-level 
channel? 

3. If Sue decides to produce her own line of clothing to be sold at CHC, does this strategy 
reflect intensive distribution, selective distribution, or exclusive distribution? 

4. A health club differs from manufacturing firms in that it produces a service rather than 
products. Explain why the distribution strategy of a service firm (such as CHC) is more 
limited than that of a manufacturing firm. 



Investing in a Business 


Using the annual report of the firm in which you would 
like to invest, complete the following: 

Questions 

How does the firm distribute its products to con¬ 
sumers? Does it rely on wholesalers? Does it rely 
on retail stores? 

Has the firm revised its distribution methods in 
recent years? If so, provide details. 


Explain how the business displays its products and 
prices over the Internet. Does it distribute products 
directly to customers who order over the Internet? 
Does it advertise on the Internet? 

Q Go to http://hoovers.com and locate the NEWS 
SEARCH. Type in the name of the firm in the 
space provided, and review the recent news stories 
about the firm. Summarize any (at least one) re¬ 
cent news story about the firm that applies to one 
or more of the key concepts in this chapter. 
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Case: Distribution Decisions by Novak, Inc. 


Novak, Inc., is a wholesaler in business to sell engine 
parts for cars. It recently installed a website order sys¬ 
tem. The system allows a customer (such as a car repair 
shop) to order inventory parts from anywhere in the 
United States. Novak can ship directly to the customer. 

Larry Novak, president of Novak, Inc., decided to sell 
more than car engine parts. His plan was to sell techni¬ 
cal expertise to provide his customers who own repair 
shops with information pertaining to car engine parts. 
With recent technological changes and an increased 
number of imports entering the United States, repair 
shops must now handle many different car engine 
parts. Larry placed his company in a position to be more 
competitive in the industry by emphasizing information 
rather than price. His website offers numerous product 
catalogs and handbooks that provide extensive, detailed 
descriptions and diagrams of every transmission, as well 
as specific parts needed to complete the repairs. 

With the staggering selection of transmissions in use 
today, shops cannot begin to keep all the essential parts. 


To help alleviate this problem, Novak has organized a 
national computer network linking its regional offices 
around the country. It provides information on the sta¬ 
tus of in-stock inventory, orders expected to come in, 
and shipping schedules for parts expected to go out. 
With this information, salespeople can access data on 
the availability of a product anywhere in the United 
States and have it shipped to them directly. 

Questions 

Q Is Novak a wholesaler or a retailer? 

Q What is the advantage that Novak is now providing 
to its customers? 

Q Is Novak considered an intermediary? How many 
levels do Novak's channels of distribution include? 

Q Does Novak have a quick distribution process? If 
so, how? 


Video Case: Distribution Strategies at Burton Snowboards 


Burton Snowboards, which was founded in 1977 by Jeff 
Burton, is the world's leading producer of snowboards 
and snowboarding-related gear. Burton began as a 
snowboarding manufacturer and has expanded its prod¬ 
uct line to include weatherproof clothes, boots, and a 
variety of snowboarding gear, as well as snowboards. 
Retail stores place orders with manufacturer representa¬ 
tives before the winter snowboarding season. Burton 
does not maintain a large inventory because it attempts 
to produce its snowboards on demand. It works closely 
with retail stores to ensure that the store employees 
have some knowledge about the snowboards. Burton 
listens to the feedback that stores receive from cus¬ 
tomers so that it knows what customers want. Burton 
also provides advertising signs and promotional bro¬ 


chures to the stores to promote its image. It offers sup¬ 
port over the phone if store employees have specific 
questions about the products it offers. In addition. Bur¬ 
ton has a website that provides extensive information to 
customers and answers their specific questions. 

Questions 

Q How does globalization affect Burton's target distri¬ 
bution system? 

Q How does Burton use the Internet to improve the 
efficiency of its distribution system? 

| Why is it important for Burton to screen the retail 
stores that may sell its snowboards? 






522 PART V 


MARKETING 


Internet Applications 


1. http://www.walmart.com 

Does Wal-Mart use vertical channel integration? How 
does Wal-Mart use the Internet to improve its distribu¬ 
tion system? How does Wal-Mart's website help it to 
direct customers to its stores? 

2. http://www.directchannel.com 

What services are provided by this company? How 
are mailing lists used in distribution? What kind of dis¬ 


tribution system would someone using a mailing list 
implement? 

3. www.mapquest.com 

Obtain driving information from your home to a location 
of your choice. How could a business use a website such 
as MapQuest to direct its customers to appropriate retail¬ 
ers and service locations? How could a company use this 
website to expand its degree of market coverage? 


Dell's Secret to Success 


DVLL 


Go to http://www.reportgallery.com and review Dell's 
most recent annual report. Also, go to Dell's website 
(http://www.dell.com) and in the section "about Dell," 
review the background material about Dell that relates 
to this chapter. 

Questions 

Q Review Dell's comments about its distribution. 

How does it distribute its products to its customers? 


Q Describe the advantages that its distribution system 
offers to Dell. What is a possible disadvantage of 
Dell's distribution system? 

Q Dell's website explains that much of its success is 
attributed to its website sales. Dell was the first 
company to generate $ 1 million in sales from the 
Internet on a daily basis. Why is Dell's website so 
important for its particular type of business? 
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True or False 

1. Retailers sell primarily to wholesalers. 

2. Manufacturers that use a direct distribution channel 
need fewer employees than they would need if 
they used a one-level or two-level channel. 

3. Small business firms that produce only a few 
products typically use a two-level channel of 
distribution. 

4. Products that are standardized are more likely to 
involve intermediaries. 

5. One reason firms may choose an exclusive distribu¬ 
tion strategy is to create or maintain prestige for 
their product. 

6. Distribution decisions do not affect the cost of 
delivering a product. 

7. Mathematical formulas are available that determine 
the ideal distribution system. 

8. A lengthy distribution process adversely affects a 
firm's performance. 

9. Wholesalers commonly offer manufacturers sales 
expertise. 

10. Manufacturers can vertically integrate their opera¬ 
tions by establishing retail stores. 

Multiple Choice 

11. The manner by which a firm's products are made 
accessible to its customers is determined by its: 

a) advertising strategies. 

b) product decisions. 

c) pricing strategies. 

d) distribution decisions. 

e) package designs. 


12. A distribution channel represents the path of a 
product from producer to: 

a) retailer. 

b) wholesaler. 

c) consumer. 

d) manufacturer. 

e) industrial distributor. 

13. With a direct channel of distribution, the full differ¬ 
ence between the manufacturer's cost and the 
price paid by the consumer goes to the: 

a) manufacturer. 

b) wholesaler. 

c) retailer. 

d) intermediary. 

e) merchant. 

14. Wholesalers are marketing intermediaries who 
purchase products from manufacturers and sell 
them to: 

a) final users. 

b) retailers. 

c) other manufacturers. 

d) primary customers. 

e) secondary customers. 

15. Marketing intermediaries that match buyers and 
sellers of products without becoming the owners 
of the products themselves are known as: 

a) single-service marketers. 

b) agents. 

c) commission-based wholesalers. 

d) Stockers. 

e) mediators. 

16. Products that are standardized and easily trans¬ 
ported are likely to: 

a) be sold at a high markup. 

b) have limited market areas. 

c) use intermediaries in their distribution channels. 

d) be sold at steep discounts. 

e) use a direct channel of distribution. 
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17. _refers to the degree of product distribution 

among outlets. 

a) The marketing mix 

b) Demographic distribution 

c) Market coverage 

d) Channelization 

e) The retail ratio 

18. Firms that fill orders over the Internet tend to use 

a(n)_channel of distribution. 

a) one-level 

b) unidirectional 

c) multimodal 

d) direct 

e) intrinsic 

19. _distribution is used when a producer distrib¬ 

utes its products through certain chosen outlets 
while intentionally avoiding other possible outlets. 

a) Restrictive 

b) Exclusive 

c) Intensive 

d) Narrow 

e) Selective 

20. An advantage of exclusive distribution is that it: 

a) makes the product widely available to 
consumers at a variety of outlets. 

b) eliminates all market intermediaries. 

c) allows the firm to avoid charging a sales tax 
on the goods. 

d) may allow the firm to create and maintain an 
image of prestige. 

e) provides the goods to consumers at the lowest 
possible cost. 


21. Newspaper publishers have their papers available in 
grocery stores, convenience stores, and vending 
machines and at many other locations throughout 

a city.This is an example of a(n)_distribution 

of a product. 

a) nonspecific 

b) specialized 

c) geographically dispersed 

d) intensive 

e) decentralized 

22. Exclusive distribution can be viewed as an extreme 
form of: 

a) intensive distribution. 

b) the one-channel approach. 

c) selective distribution. 

d) price discrimination. 

e) mass merchandising. 

23. A(n)_is a retailer with only one outlet. 

a) exclusive retailer 

b) independent retail store 

c) wholesaler 

d) franchise retailer 

e) sole proprietorship 

24. _are usually the best way to ship goods when 

the goods must be delivered quickly to several 
different locations in a local area. 

a) Trucks 

b) Barges 

c) The railroads 

d) Pipelines 

e) Containerized modules 

25. One way to accelerate the distribution process is 

to make sure that it is integrated with the_ 

process. 

a) marketing 

b) financing 

c) credit approval 

d) advertising 

e) production 
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26. Restructuring a distribution process commonly 
results in the elimination of: 

a) production. 

b) warehouses. 

c) manufacturers. 

d) product lines. 

e) product mixes. 

27. _allows a firm to check orders online, deter¬ 

mine where future inventory shortages may occur, 
and increase its production accordingly. 

a) E-marketing 

b) Integrated production 

c) Source-to-source coordination 

d) Marketing logistics 

e) Inventory management 

28. Specialty stores in a shopping mall can offer the 
customer convenience while retaining their: 

a) selectivity. 

b) prestige. 

c) price advantage. 

d) wide customer appeal. 

e) product variety. 

29. A camera shop that has knowledgeable sales¬ 
people who can provide advice to purchasers and 
also offers to service and repair the cameras it sells is 
an example of a(n): 

a) mass merchandiser. 

b) agent-seller. 

c) one-stop shopping outlet. 

d) distribution chain. 

e) full-service retailer. 

30. Stores that tend to focus on only one or a few types 
of products are: 

a) specialty retailers. 

b) variety department stores. 

c) retail outlets. 

d) discount stores. 

e) cash-and-carry retailers. 


31. When the wholesaler purchases the products from 
the manufacturer and sells them to retailers on 
credit, it normally assumes the: 

a) package design. 

b) credit risk. 

c) promotional expenses of the manufacturer. 

d) manufacturer's guarantee. 

e) producer's risk. 

32. A wholesaler provides all of the following services 
to manufacturers except: 

a) production. 

b) warehousing. 

c) delivery to retailers. 

d) sales expertise. 

e) feedback from retailers. 

33. A situation in which two or more levels of distribu¬ 
tion are managed by a single firm is called: 

a) vertical channel integration. 

b) horizontal channel integration. 

c) multilevel marketing. 

d) wheel of retailing. 

e) conglomeration. 

34. When a_considers vertical integration, it must 

be concerned about whether it will lose its estab¬ 
lished business with retail firms. 

a) retailer 

b) producer 

c) service provider 

d) retailer 

e) chain store 

35. All of the following are distribution difficulties that 
firms may encounter when operating internation¬ 
ally except: 

a) poorly organized distribution networks. 

b) organized crime. 

c) payoffs. 

d) lack of potential customers. 

e) lack of intermediaries. 





The performance of Karma Coffee 
House is partially dependent on 
how it advertises its business to 
consumers. 


The Learning Goals 
of this chapter are to: 


Explain how promotion 
can benefit firms. 


Describe how advertising 
is used. 


Describe the steps involved 
in personal selling. 


Describe the sales promotion 
methods that are used. 


Describe how firms can use public 
relations to promote products. 


Explain how firms select the optimal 
mix of promotions to use. 




Promoting Products 


Firms regularly engage in promo¬ 
tion, which is the act of informing 
or reminding consumers about a 
specific product or brand. They can 
use promotion to increase the de¬ 
mand for the product and thereby 
increase the value of the firm. Con¬ 
sider the situation of Karma Coffee 
House, which just opened and 
needs to promote its business to 
potential customers. Some of its 
most important promotion deci¬ 
sions are: 

► What type of advertising 
should it use? 


► What other promotion meth¬ 
ods should it use? 

► How it can use public relations 
to promote its business? 

► What is the optimal mix of pro¬ 
motions to use? 

The decision about the type of ad¬ 
vertising is important because it af¬ 
fects the demand by customers. 
The use of other promotion meth¬ 
ods can also affect the demand by 
customers and therefore affects 
the firm's revenue.The decision 
about public relations can also 


affect the customer demand and 
therefore the revenue. Karma Cof¬ 
fee House must determine how to 
allocate its funds to various pro¬ 
motional strategies in a manner 
that reaches the target market and 
attracts customers. 

The types of decisions described 
above are necessary for all busi¬ 
nesses. This chapter explains how 
promotion decisions by Karma 
Coffee House or any other firm can 
be made in a manner that maxi¬ 
mizes its value. 



Background on Promotion 


Even if a firm's product is properly produced, priced, and distributed, it 
still needs to be promoted. Firms commonly use promotion to supplement 
the other marketing strategies (product, pricing, and distribution strate¬ 
gies) described in the previous two chapters. For example, an automaker 
supplements its strategy of improving product quality with promotions 
that inform consumers about the strategy. An airline typically supplements 
its strategy to lower prices with promotions that inform consumers about 
the pricing strategy. A quality product that is reasonably priced may not sell 
unless it is promoted to make customers aware of it. 

To make consumers aware of a new product, promotion can be used 
when the product is introduced. Promotion can also remind consumers 
that the product exists. Furthermore, promotion reminds consumers about 
the product's qualities and the advantages it offers over competing prod¬ 
ucts. Promotion may also include special incentives to induce consumers 


i 


Explain how promotion 
can benefit firms. 


promotion 

the act of informing or reminding 
consumers about a specific prod¬ 
uct or brand 
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promotion mix 

the combination of promotion 
methods that a firm uses to in¬ 
crease acceptance of its products 


Decision Making 


to purchase a specific product. Promotion may also be used on a long-term 
basis to protect a product's image and retain its market share. 

Effective promotion should increase demand for the product and gen¬ 
erate a higher level of sales. To recognize how promotions can enhance 
product sales, consider the following statement in a recent annual report 
by Procter & Gamble: 

"Our leading brands begin with world-class product technology, but it's ad¬ 
vertising that gets consumers' attention and persuades them to use our 
products again and again. 'Advertising is the lifeblood of our brands.'... 
[AJdvertising is the key driver in all our businesses, but it's especially im¬ 
portant for health care products—because consumers want a brand they 
know and trust. Advertising helps establish the trust." 

Promotion Mix 

The promotion mix is the combination of promotion methods that a firm 
uses to increase acceptance of its products. The four methods of promo¬ 
tion are: 

► Advertising 

► Personal selling 

► Sales promotion 

► Public relations 

Some firms use one of these promotion methods to promote their prod¬ 
ucts, while other firms use two or more. The optimal promotion mix for 
promoting the product depends on the characteristics of the target market. 
Each of the four promotion methods is discussed in detail next. 


Planning a Promotion Mix 

C onsider the case of Karma Coffee House (introduced at the beginning of the chapter), 
which was recently opened in downtown Boston. The owner, Jen Allen, wants to attract 
many of the people who work in major office complexes nearby. She is hoping that they 
will stop at Karma for coffee before they start work, after they leave work in the evening, or 
during breaks or for informal business meetings. Jen decides that the local businesspeople 
represent her target market. 

If Jen does not promote her business, the only people who will know about it will be 
those who walk by the coffee house. Karma is within a few blocks of large office buildings 
where thousands of people work, but it is not directly on their path to or from the train sta¬ 
tion.Thus, those people will not be aware of the coffee house unless Jen uses promotion 
strategies. However, she cannot afford to spend a lot of money on promotion, so she 
needs to select promotion strategies that are inexpensive and effective.The future de¬ 
mand for her coffee house services (and therefore the revenue of her business) is highly 
dependent on the effectiveness of her promotion strategies. 

1. Explain why Jen Allen must decide on the target market for Karma Coffee House before 
she decides what promotion strategies to use. 

2. Explain the cost to Karma Coffee House if Jen makes poor decisions about promotion 
strategies. 


ANSWERS: 1. She must decide who Karma's potential customers are so that she can use promotion strategies that reach 
those customers. 2. If Jen makes poor promotion decisions, Karma Coffee House will incur a cost without generating 
revenue from its promotion.That is, it may not recapture the amount of money spent on promotion. 
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Describe how 
advertising is used. 


advertising 

a nonpersonal sales presentation 
communicated through media or 
nonmedia forms to influence a 
large number of consumers 


brand advertising 

a nonpersonal sales presentation 
about a specific brand 


comparative advertising 

intended to persuade customers 
to purchase a specific product by 
demonstrating a brand's superior¬ 
ity by comparison with other 
competing brands 


reminder advertising 

intended to remind consumers 
of a product's existence 


institutional advertising 

a nonpersonal sales presentation 
about a specific institution's 
product 


industry advertising 

a nonpersonal sales presentation 
about a specific industry's product 


Advertising 


Advertising is a nonpersonal sales presentation communicated through 
media or nonmedia forms to influence a large number of consumers. It is 
a common method for promoting products and services. Although adver¬ 
tising is generally more expensive than other methods, it can reach many 
consumers. Large firms commonly use advertising agencies to develop 
their promotion strategies for them. Many firms such as Anheuser-Busch, 
General Motors, and ExxonMobil spend more than $ 100 million per year 
on advertising. Procter & Gamble spends more than $3 billion a year on 
advertising. 

Although advertising can be expensive, it can increase a product's mar¬ 
ket share. One reason for Frito-Lay's increase in market share over time is 
its heavy use of advertising. Frito-Lay typically spends more than $50 mil¬ 
lion a year on advertising. 

Reasons for Advertising 

Advertising is normally intended to enhance the image of a specific brand, 
institution, or industry. The most common reason is to enhance the image 
of a specific brand. Brand advertising is a nonpersonal sales presentation 
about a specific brand. Some brands are advertised to inform consumers 
about changes in the product. GNC (General Nutrition Centers) spends 
more than $80 million per year on brand advertising. The Gap and The 
Coca-Cola Company also spend heavily on brand advertising. Amazon 
.com uses extensive brand advertising on its own website. 

Common strategies used to advertise a specific brand are comparative 
advertising and reminder advertising. Comparative advertising is in¬ 
tended to persuade customers to purchase a specific product by demon¬ 
strating a brand's superiority by comparison with other competing brands. 
$ome soft drink makers use taste tests to demonstrate the superiority of 
their respective soft drinks. Volvo advertises its superior safety features, 
while $aturn advertises that its price is lower than that of its competitors 
and that its quality is superior. 

Reminder advertising is intended to remind consumers of a product's 
existence. It is commonly used for products that have already proved suc¬ 
cessful and are at the maturity stage of their life cycle. This type of adver¬ 
tising is frequently used for grocery products such as cereal, peanut butter, 
and dog food. 

A second reason for advertising is to enhance the image of a specific 
institution. Institutional advertising is a nonpersonal sales presentation 
about a specific institution. For example, firms such as IBM and Exxon¬ 
Mobil sometimes advertise to enhance their overall image, without focus¬ 
ing on a particular product they produce. Utility companies also advertise 
to enhance their image. 

A third reason for advertising is to enhance the image of a specific 
industry. Industry advertising is a nonpersonal sales presentation about 
a specific industry. Industry associations advertise their respective prod¬ 
ucts (such as orange juice, milk, or beef) to increase demand for these 
products. 
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Here is an example of an 
extreme form of advertising 
used by Nike to get the at¬ 
tention of its customers. 



Forms of Advertising 

Firms can advertise their products through various means. The most effec¬ 
tive advertising varies with the product and target market of concern. Most 
types of advertising can be classified as follows: 

► Newspapers 

► Magazines 

► Radio 

► Television 

► Internet 

► E-mail 

► Direct mail 

► Telemarketing 

► Outdoor ads 

► Transportation ads 

► Specialty ads 

Newspapers Many small and large businesses use newspaper advertising. It 
is a convenient way to reach a particular geographic market. Because 
many stores generate most of their sales from consumers within a 10-mile 
radius, they use a local newspaper for most of their ads. Newspaper ads can 
be inserted quickly, allowing firms to advertise only a few days after the 
idea was created. Best Buy, Publix, and other stores frequently use news¬ 
papers as a means of advertising. 

Magazines Because most magazines are distributed nationwide, magazine 
advertising is generally used for products that are distributed nationwide. 
Some magazines such as BusinessWeek have the flexibility to include re¬ 
gional ads that are inserted only in magazines distributed to a certain area. 

Radio An advantage of radio advertising is that, unlike magazines and 
newspapers, it talks to the audience. However, it lacks any visual effect. Be- 
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infomercials 

commercials that are televised 
separately rather than within a 
show 


Exhibit 14.1_ 

Allocation of Advertising 
Expenditures 


cause most radio stations serve a local audience, radio ads tend to focus on 
a particular local area. Furthermore, the particular type of music or other 
content on each radio station attracts consumers with similar characteris¬ 
tics. Therefore, each station may be perceived to reach a particular target 
market. 

Television Television ads combine the advantages of print media (such as 
newspapers and magazines) and radio. They can talk to the audience and 
provide a visual effect. Ads can be televised locally or nationwide. McDon¬ 
ald's, Sears, Duracell, and AT&T commonly run a commercial more than 
20 times in a given week. Although television ads are expensive, they 
reach a large audience and can be highly effective. Some large firms, such 
as McDonald's and AT&T, run more than 1,000 television ads per year. 

Firms attempt to use television advertising during shows that attract 
their target market. For example, lipstick and fashion firms may focus on 
the annual Academy Awards because more than 40 million women are 
watching. Beer and snack food producers focus on football games, which 
attract mostly men. A one-minute ad during the Super Bowl costs more 
than $3 million. The rates are much cheaper for ads that are only televised 
locally or are run on less-popular shows. 

In recent years, many firms (including Procter & Gamble) have created 
infomercials, or commercials that are televised separately rather than 
within a show. Infomercials typically run for 30 minutes or longer and pro¬ 
vide detailed information about a specific product promoted by the firm. 

Together, television, radio, magazines, and newspapers account for 
more than 50 percent of total advertising expenditures. The allocation is 
shown in Exhibit 14.1. 

Internet The Internet has become a popular way for firms to advertise 
their products and services. It is a form of nonpersonal communication 
that can create awareness and persuade the customer. 

Initially, firms questioned whether people surfing the Internet would 
pay attention to ads. There is now much evidence that the Internet can be 
an effective way to advertise. Consider the case of Bristol-Myers Squibb 
Company, which experimented with an ad on some financial websites of¬ 
fering a free sample of Excedrin (one of its products) to all viewers who 
typed in their name and address next to the ad on the website. Bristol- 
Myers Squibb expected that it would receive 10,000 responses at the very 
most over a one-month period. Yet, in one month, 30,000 people re¬ 
sponded. Thus, the Internet ad experiment was a success. Furthermore, 
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the Internet ads cost less than traditional methods of advertising. Other 
firms have experienced similar results with ads on the Internet. 

Today, Internet advertising can potentially reach a large audience. Ya¬ 
hoo!, AOL, and MSN are viewed by 50 million people a day. In 2004, firms 
spent about $4 billion for paid advertising on the Internet. Firms such as 
Microsoft and IBM spend more than $ 10 million per year on technology- 
based Internet ads. 

Some firms use their own websites to advertise all of their products. 
When a firm advertises its products on its own website, it attempts to en¬ 
sure that the website is easily accessible to potential customers, both in the 
United States and in foreign countries. Some websites are very visible be¬ 
cause they are given high priority by search engines, but the number of 
competing websites is making it difficult for some firms to reach potential 
customers. For example, more than a million websites are listed in re¬ 
sponse to a Web search for "clothing," so a firm that wants to sell clothing 
on the Internet may not receive much attention. 

A firm can use various strategies to ensure that its website is noticed. 
First, a website that sells unusual items may be more visible because it may 
fit specific searches. For example, a website that is focused on ski clothing 
would have a better chance of being noticed by customers who do a search 
for "ski clothing" than a general clothing store, because the website fits that 
specific search. Second, some firms pay the search engines to receive a 
higher priority in response to a search term. These sponsored sites appear 
at the top of the list of all websites that fit a particular search term. The firm 
may pay the search engine a monthly fee for this priority or pay per click 
(each time the search engine has led someone to click on the website to 
visit it). Third, a firm may hire a Web marketing firm to help it receive 
higher priority from the search engines. The search engines determine the 
order of the websites provided in response to a search term by using vari¬ 
ous criteria such as the number of times that the search terms are used on 
the website's pages. By ensuring that its website meets the criteria, a firm 
can improve the position of its website on the list. Fourth, a firm can ar¬ 
range link exchanges from its website to other websites that serve similar 
types of customers. For example, a website focused on selling skis may be 
willing to insert a link on its site that will direct viewers to a website fo¬ 
cused on selling ski clothing. In return, the website focused on selling ski 
clothing will insert a link on its site that will direct viewers to the website 
focused on selling skis. 

Firms may also promote their products on other websites that are com¬ 
monly viewed by people who may purchase their products. One of the 
most popular types of Internet ads is a "banner ad," which is usually rect¬ 
angular and placed at the top of a Web page. Toyota, which frequently uses 
banner ads, found that more than f 50,000 Internet users typed in their 
name and address next to the ad to get more information in a 12-month 
period. More than 5 percent of those users purchased a Toyota. An alter¬ 
native type of Internet ad is the "button ad," which takes the viewer to the 
website of the firm advertised there if the viewer clicks on the ad. When a 
firm advertises on a website other than its own, it may pay a set fee to the 
firm that owns the website. Alternatively, the fee may be based on the 
number of clicks (by viewers) on the ad itself (to learn more about the ad¬ 
vertised product) or on the number of orders of the product by viewers (if 
the ad results in viewers ordering the product). 

Some film producers spend millions of dollars on websites dedicated to 
promote films that they produce. They attract potential customers who 
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visit the websites, and attempt to create interest among people who fre¬ 
quently use the Internet. 

E-Mail Many firms send e-mail messages to their customers to promote 
products. Some e-mail promotions are general and apply to all customers 
on the e-mail list. Other e-mail promotions are personalized to fit the 
customer's interests. For example, Amazon.com sends promotions about 
specific books to customers who have previously expressed an interest on 
that topic. Marriott International sends promotions about hotels in specific 
locations to customers who have previously expressed an interest in those 
locations. 

Direct Mail Direct-mail advertising is frequently used by local service firms, 
such as realtors, home repair firms, and lawn service firms. It is also used 
by cosmetic firms (including Avon Products), as well as numerous clothing 
firms that send catalogs directly to homes. 

If a firm plans to advertise through the mail, it should first obtain a 
mailing list that fits its target market. For example. Ford Motor Company 
sends ads to previous Ford customers. Talbots (a clothing firm) sends ads 
to a mailing list of its previous customers. Another common approach is for 
a firm to purchase the subscriber list of a magazine that is read by its tar¬ 
geted consumers. Many mailing lists can be separated by state or even zip 
code. As the price of paper and postage has increased, advertising by direct 
mail has become more expensive. 

telemarketing 

the use of the telephone for 

promoting and selling products 


Outdoor Ads Outdoor ads are shown on billboards and signs. Such ads are 
normally quite large because consumers are not likely to stop and look at 
them closely. Vacation-related products and services use outdoor advertis¬ 
ing. For example, Disney World ads and Holiday Inn Hotel ads appear on 
billboards along many highways. 

Transportation Ads Advertisements are often displayed on forms of trans¬ 
portation, such as buses and the roofs of taxi cabs. These ads differ from the 
outdoor ads just described because they are moving rather than stationary. 
The ads generally attempt to provide a strong visual effect that can be rec¬ 
ognized by consumers while the vehicle is moving. 

Specialty Ads Other forms of nonmedia advertising are also possible, such 
as T-shirts, hats, and bumper stickers. T-shirts advertise a wide variety of 
products, from shoes such as Adidas and Nike to soft drinks such as Coca- 
Cola and Pepsi. 

Summary of Forms of Advertising 

Exhibit 14.2 summarizes the forms of advertising. It also indicates whether 
each form targets the national market (nationwide advertising) or a local 
market. 


Telemarketing Telemarketing uses the telephone for promoting and selling 
products. Many local newspaper firms use telemarketing to attract new 
subscribers. Phone companies and cable companies also use telemarketing 
to sell their services. 
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Exhibit 14.2 

Forms of Advertising 


Decision Making 


Forms of Advertising 

Typical Area Targeted 

Newspaper 

Local 

Magazine 

National 

Radio 

Local 

Television 

National or local 

Internet 

National 

E-mail 

National 

Direct mail 

National or local 

Telemarketing 

Local 

Outdoor 

Local 

Transportation 

Local 

Specialty 

National or local 


Selecting a Form of Advertising 

T he types of advertising that a firm should use are dependent on its specific characteris¬ 
tics. To illustrate, recall that Karma Coffee House just opened in downtown Boston. Jen 
Allen (the owner) is considering advertising strategies that may attract the target market. 
She eliminates magazines, radio, and television because of their high cost. She considers 
e-mail and direct mail advertising, but she does not think these methods will necessarily 
reach the specific target market (people who work in the nearby office buildings). Most of 
these people commute each workday by taking the train into central Boston, and they all 
use one of three train stations. Jen decides that the best way to inform them of her coffee 
house is to post ads in these three train stations. She also decides to hire some local college 
students to stand near the stations and hand out brochures to the commuters in the morn¬ 
ing when they are arriving and at about 5 p.m. when they are leaving work. This form of ad¬ 
vertising is cheap but effective because it reaches the specific target market that she needs 
to attract. 

1. Some forms of advertising such as local television reach a much larger audience than 
the advertising strategy chosen by Jen for Karma Coffee House. Why would local televi¬ 
sion be ineffective for the coffee house? 

2. Explain how the decision regarding the location of the business affected the decision of 
how to advertise. 

ANSWERS: 1. The coffee house needs to attract the local businesspeople. Television reaches a much bigger audience, but 
most of those people are not going to travel downtown just to go to this coffee house. 2. The location dictates the people 
who are likely to go to the coffee house, as people are not willing to travel far to get coffee. Therefore, its advertising is fo¬ 
cused on reaching the people who work nearby and can easily walk to the coffee house. 
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3 

Describe the 
steps involved in 
personal selling. 


personal selling 

a personal sales presentation 
used to influence one or more 
consumers 


Personal Selling 


Personal selling is a personal sales presentation used to influence one or 
more consumers. It requires a personal effort to influence a consumer's de¬ 
mand for a product. Salespeople conduct personal selling on a retail basis, 
on an industrial basis, and on an individual basis. The sales effort on a re¬ 
tail basis is usually less challenging because it is addressed mostly to con¬ 
sumers who have already entered the store with plans to purchase. Many 
salespeople in retail stores do not earn a commission and thus may be less 
motivated to make a sale than other salespeople. 

Selling on an industrial basis involves selling supplies or products to 
companies. Salespeople in this capacity are normally paid a salary plus 
commission. The volume of industrial sales achieved by a salesperson is 
highly influenced by that person's promotional efforts. 

Selling on an individual basis involves selling directly to individual 
consumers. Some insurance salespeople and financial planners fit this de¬ 
scription. Their task is especially challenging if they do not represent a 
well-known firm, because they must prove their credibility. 

Salespeople who sell on an industrial or individual basis generally per¬ 
form the following steps: 

► Identify the target market. 

► Contact potential customers. 

► Make the sales presentation. 

► Answer questions. 

► Close the sale. 

► Follow up. 


Identify the Target Market 

An efficient salesperson first determines the type of consumers interested 
in the product. In this way, less time is wasted on consumers who will not 
purchase the product, regardless of the sales effort. If previous sales have 
been made, the previous customers may be an obvious starting point. 


Personal selling is commonly 
used to sell expensive prod¬ 
ucts, especially when the 
products require personal 
service for customers. 
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Small Business Survey 


What Skills Are Needed to Be Successful in Sales? 

A survey asked 1,500 sales managers and sales representatives to rank 14 different 
skills in order of importance for their success. The following table shows the per¬ 
centage of respondents who ranked each skill as being one of the top four skills in 
importance: 


Skill 

Percentage of Respondents 

Planning before the sales call 

54 

Sales approach 

48 

Assessing the potential customer's needs 

47 

Managing time 

45 

Overcoming concerns about the product 

42 

Closing the sale 

36 

Initiating sales calls (cold calling) 

30 

Making presentations 

26 

Handling problems with the product 

20 

Negotiating 

19 

Following up after sales calls 

16 

Using the telephone to make sales calls 

15 

Managing paperwork 

7 

Demonstrating the product 

4 


Notice that the four activities that were perceived to be most important are con¬ 
ducted before the sales call. This confirms the need for salespeople to plan and 
organize if they are to be successful. 


Industrial salespeople can identify their target market by using library 
references and the Yellow Pages of a phone book. If they sell safety equip¬ 
ment, they will call almost any manufacturer in their area. If they sell 
printing presses, their market will be much more limited. 

Individual salespeople have more difficulty identifying their market 
because they are unable to obtain information on each household. Thus, 
they may send a brochure to the "resident" at each address, asking the re¬ 
cipient to call if interested. The target market initially includes all house¬ 
holds but is then reduced to those consumers who call back. Specific 
subdivisions of households that fit the income profile of typical consumers 
may be targeted. 

Contact Potential Customers 

Once potential customers are identified, they should be contacted by 
phone, e-mail, direct mail, or in person and provided with a brief summary 
of what the firm can offer them. Interested customers will make an ap¬ 
pointment to meet with salespeople. Ideally, the salespeople should sched¬ 
ule appointments so that their time is used efficiently. For example, an 
industrial salesperson working the state of Florida should not make ap¬ 
pointments in Jacksonville (northeast Florida), Miami (southeast), and 
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Exhibit 14.3 

Summary of Tasks Involved 
in Personal Selling 


Pensacola (northwest) within the same week. Half the week would be 
devoted to travel alone. The most logical approach is to fill the appoint¬ 
ment schedule within a specific area. Individual salespeople should also at¬ 
tempt to schedule appointments on a specific day when they are near the 
same area. 

Make the Sales Presentation 

A sales presentation can range from demonstrating how a printing press is 
used to explaining the benefits of an insurance policy. Industrial salespeo¬ 
ple usually bring equipment with them. They also provide free samples of 
some products to companies. The sales presentation generally describes the 
use of each product, the price, and the advantages over competing prod¬ 
ucts. The presentation should focus on how a particular product satisfies 
customer needs. 

Answer Questions 

Potential customers normally raise questions during the course of the sales 
presentation. Salespeople should anticipate common questions and pre¬ 
pare responses to them. 

Close the Sale 

Most salespeople prefer to make (or "close") a sale right after the sales pre¬ 
sentation, while the product's advantages are still in the minds of potential 
customers. For this reason, they may offer some incentive to purchase im¬ 
mediately, such as a discounted price. 

Follow Up 

A key to long-term selling success is the attention given to purchasers af¬ 
ter the sale is made. This effort increases the credibility of salespeople and 
encourages existing customers to call again when they need additional 
products. Salespeople should also follow up on potential customers who 
did not purchase the product after a sales presentation. These potential 
customers may experience budget changes and become more interested 
in purchasing the product over time. E-mail facilitates the follow-up 
communication between the purchasers and the salespeople. Exhibit 14.3 
summarizes the steps in personal selling. 


Task 

Description 

Identify target market 

Focus on types of customers most likely to purchase 
the product; contact these potential customers by 
phone or mail. 


Contact potential customers Schedule appointments with potential customers 

who are located in the same area on the same days. 


Make sales presentation Demonstrate the use and benefits of the product. 

Answer questions Prepare for typical questions and allow potential 

customers to ask questions. 

Close the sale Close the sale after the presentation, perhaps by of¬ 

fering a discount if a purchase is made immediately. 

Call customers who recently purchased the product 
to ensure their satisfaction. Call other potential cus¬ 
tomers who decided not to purchase the product to 
determine whether they would like to reconsider. 


Follow up 
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sales manager 

an individual who manages a 
group of sales representatives 


Decision Making 


4 

Describe the sales 
promotion methods 
that are used. 


Managing Salespeople 

A common goal of many sales representatives is to become a sales 
manager and manage a group of sales representatives. For example, a 
company with 40 sales representatives around the country may split the 
geographic markets into four regions. Each region would have 10 sales rep¬ 
resentatives who are monitored by a sales manager. 

Sales managers require some of the same skills as sales representatives. 
They need to have knowledge of the product and the competition. In ad¬ 
dition, they must be able to motivate their representatives to sell. They 
must also be able to resolve customer complaints on the service provided 
by representatives and reprimand representatives when necessary. Some 
people are better suited to selling than managing salespeople. There is a 
distinct difference between motivating consumers to purchase a product 
and motivating employees to sell a product. 

Since sales managers do not perform the daily tasks of selling the prod¬ 
uct, they can concentrate on special projects, such as servicing a major cus¬ 
tomer's massive order of products. They should evaluate the long-term 
prospects of the product and consider possible plans for expanding the 
geographic market. Information from their sales representatives may help 
their assessments. 


Personal Selling 

T o illustrate how personal selling can be used, recall that Jen Allen has just established 
the Karma Coffee House in downtown Boston and wants to attract local business- 
people. Jen decides to offer a coffee catering service to the nearby office buildings for 
special events that include coffee and snacks. She obtains a list of the companies based in 
each building. Then she contacts the person in each company who is responsible for orga¬ 
nizing special events and makes a brief sales presentation. Her sales presentations not only 
generate some catering business for her coffee house, but give her another way to make 
the local businesspeople aware of her coffee house. 

1. What do you thinkisthe major challenge to Jen Allen in making sales presentations to 
businesses? 

2. What is an advantage of personal selling that is not achieved by advertising? 

ANSWERS: 1. A major challenge is convincing a contact person in each company to listen to a sales presentation. 2. An ad¬ 
vantage of personal selling is that the seller can focus on selling to one person or a small group of people.This format allows 
for questions from the audience and more interaction than is possible with advertising. 


Sales Promotion 


Sales promotion is the set of activities that is intended to influence con¬ 
sumers. It can be an effective means of encouraging consumers to purchase 
a specific product. The following are the most common sales promotion 
strategies: 

► Rebates 

► Coupons 
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sales promotion 

the set of activities that is intended 
to influence consumers 


rebate 

a potential refund by the manu¬ 
facturer to the consumer 


coupons 

a promotional device used in 
newspapers, magazines, and ads 
to encourage the purchase of a 
product 


Coupons are commonly used 
as a sales promotion method 
to sell grocery products. 


► Sampling 

► Displays 

► Premiums 

Rebates 

A rebate is a potential refund by the manufacturer to the consumer. When 
manufacturers desire to increase product demand, they may offer rebates 
rather than lowering the price charged to the retail store. Lowering the 
price to the retail store does not guarantee that the store will pass on 
the discount. Thus, this strategy could result in lower profit per unit with¬ 
out increasing demand. A rebate ensures that consumers receive the man¬ 
ufacturer's discount. Automobile manufacturers frequently offer rebates of 
$500 or more. 

Coupons 

Coupons are used in newspapers, magazines, and ads to encourage the 
purchase of a product. They are also commonly packaged with a product 
so that consumers can use the coupon only if they purchase this same 
product again. Coupons used in this way can encourage consumers to re¬ 
peatedly purchase the same brand. Consequently, consumers may become 
loyal to that brand. 

Some coupons are not available until consumers make repeated pur¬ 
chases. For example, airlines offer free flights to frequent fliers, and some 
hotels offer a free night's stay to frequent customers. 

Promoting with coupons may be inefficient for some firms. General 
Mills had historically used coupons to promote its cereals. However, after 
learning from marketing research that 98 percent of all cereal coupons are 
not used, it decided to cut back on this promotion strategy. It reduced an¬ 
nual spending on some promotions by $ 17 5 million and focused on im¬ 
proving its product. 
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Out o£ 
Business 


sampling 

offering free samples to encourage 
consumers to try a new brand or 
product 


brand loyalty 

the loyalty of consumers to a 
specific brand over time 



SHOULD 
offer 
AS A5AIE5 
PROMOTION? 

/ 


NO. NO ONE WOULD 
BUV OUR PRODUCT 

IT FIRST 


PROMISE THEAA REBATES. 

BW THE TIME THE 
CUSTOMERS SUBMT 
THE REBATE REQUEST, 
WE WIU-BE OUT 
OF BUSINESS 


Sampling 

Sampling involves offering free samples to encourage consumers to try a 
new brand or product. The intent is to lure customers away from compet¬ 
ing products. For example, Clinique samples are available in cosmetics de¬ 
partments of retail stores. Food samples are offered in grocery stores. 
Manufacturing firms also provide samples so that consumers can try out 
equipment. Samples are even sent through direct mail. 

Samples are most commonly used to introduce new products. Firms 
recognize that once customers become accustomed to a particular brand, 
they tend to stick with that brand. Thus, the free sample is intended to 
achieve brand loyalty, or the loyalty of consumers to a specific brand 
over time. 

Sampling of Services Sampling is used for services as well as products. For ex¬ 
ample, in 1999 America Online (AOL) provided a limited amount of free 
online time to potential customers. This strategy allowed customers to ex¬ 
perience the service that AOL provides and resulted in a large number 
of subscriptions to AOL's online service. Subsequently, AOL merged with 
media giant Time Warner. 

Displays 

Many stores create special displays to promote particular products. The dis¬ 
plays are used to attract consumers who are in the store for other reasons. 
Products are more likely to get attention if they are located at a point of 
purchase, such as by the cash registers where consumers are waiting in 
line. Because there is limited room for displays, companies that want retail 
stores to display their products are typically willing to set up the display 
themselves. They may even offer a reduced price to retail stores that allow 
a display. 
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premium 

a gift or prize provided free to con¬ 
sumers who purchase a specific 
product 


Exhibit 14.4 

Comparison of Sales 
Promotion Strategies 


Decision Making 


Premiums 

A premium is a gift or prize provided free to consumers who purchase a 
specific product. For example, Sports Illustrated magazine may offer a free 
sports DVD to new subscribers. A boat manufacturer may offer a free 
bshing rod to anyone who purchases its boats. Premiums offer an extra in¬ 
centive to purchase products. 

Summary of Sales Promotion Strategies 

Exhibit 14.4 provides a summary of sales promotion methods. The ideal 
strategy is dependent on the features of the product. Sampling and displays 
are intended to make the consumer aware of the product's qualities, while 
other sales promotion strategies are intended to make the price of the 
product appear more reasonable. 


Strategy 

Description 

Rebates 

Firm sends refund directly to consumers after product is purchased. 

Coupons 

Product is sold at a discounted price to consumers with coupons. 

Sampling 

Free samples of products are distributed to consumers. 

Displays 

Products are placed in a prominent area in stores. 

Premiums 

Gifts or prizes are provided free to consumers who purchase a 
specific product. 


Deciding on a Sales Promotion 

T he ideal sales promotion for a firm is dependent on its specific characteristics. Recall that 
Karma Coffee House wants to attract businesspeople who commute to downtown Bos¬ 
ton. Jen Allen, the owner, decides to provide brochures containing a coupon for a free cof¬ 
fee to all the offices within one mile of the coffee house. She hopes that the coupons will 
entice people to stop by for a free coffee and that they will come back in the future. 

1. What benefit does the sales promotion provide to Karma Coffee House that it would 
not obtain from advertising? 

2. Why is the sales promotion used by Karma Coffee House more expensive than if it just 
used the brochure for advertising? 


ANSWERS: 1 .The offer of free coffee in the sales promotion may attract some customers who would ignore advertising that 
does not include a coupon. 2. The sales promotion is more expensive because it requires the coffee house to provide free 
coffee to coupon holders. Jen hopes to make up this expense from repeat business in the future from the customers who 
come for free coffee. 
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Describe how firms can 
use public relations to 
promote products. 


public relations 

actions taken with the goal of cre¬ 
ating or maintaining a favorable 
public image 


The Discovery Channel has 
promoted its business 
through Lance Armstrong 
and bicycle racing. Arm¬ 
strong won the Tour de 
France seven times and was 
retained by the Discovery 
Channel even after retiring 
from bicycle racing. 


Public Relations 


The term public relations refers to actions taken with the goal of creating 
or maintaining a favorable public image. Firms attempt to develop good 
public relations by communicating to the general public, including pro¬ 
spective customers. Public relations can be used to enhance the image of a 
product or of the brm itself, ft may also be used to clarify information 
in response to adverse publicity. Many brms have a public relations de¬ 
partment that provides information about the brm and its products to the 
public. Public relations departments typically use the media to relay their 
information to the public. 

Firms commonly attempt to be very accessible to the media because 
they may receive media coverage at no charge. When employees of a brm 
are quoted by the media, the brm's name is mentioned across a large 
audience. Some banks assign employees to provide economic forecasts be¬ 
cause the media will mention the bank's name when reporting the fore¬ 
cast. Some public relations are not planned but results from a response to 
circumstances. For example, during the tragedy of September 11, Home 
Depot offered its support and was recognized by the media for its efforts. 
The following are the most common types of public relations strategies: 

► Special events 

► News releases 

► Press conferences 

Special Events 

Some brms sponsor a special event such as a race. Anheuser-Busch (pro¬ 
ducer of Budweiser) supports many marathons and festivals where it pro¬ 
motes its name. 7UP promotes local marathons and has even printed the 
marathon logo and running bgures on 7UP cans, which may attract con¬ 
sumers who run or exercise. 
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Global Busin 


Promoting Products across Countries 


W hen firms promote products, they tend to emphasize 
the features that give those products an advantage 
over all others. Yet consumers in different countries may base 
their purchase decisions on different features. A product may 
be popular in the United States because it is durable, but it 
may be popular in another country because of its low price. 
Therefore, a firm may need to revise its promotional strategy 
according to the country. In addition, the manner in which a 
feature is promoted may vary with the country. Television 
commercials may not reach a large audience in some less- 
developed countries, where they may be seen by only the 
relatively wealthy consumers. Some television commercials 
may still be effective in these countries if the ads are seen by 
the type of people who would likely purchase the product. 
U.S. firms must recognize that the typical profile of the 
people in foreign countries who watch television or read 
specific newspapers may vary from the profile in the United 
States. 

Furthermore, firms that hire celebrities to promote 
products must consider the perceptions of the consumers in 


each country. Cindy Crawford, Donovan McNabb, and Ser¬ 
ena Williams may be more effective for promotions of prod¬ 
ucts in the United States than in other countries. Brad Pitt is 
very popular in Asia because of the distribution of his films. 
Another reason promotions of a particular product vary 
across countries is that each country's government has its 
own rules and restrictions. A commercial that is acceptable 
in one country may be restricted in another country. The 
United Kingdom prohibits commercials from directly com¬ 
paring one product with a competing product. Therefore, 
commercials that compared Pepsi with Coca-Cola had to be 
revised to compare Pepsi against Brand X. 

Given the different perceptions of products by con¬ 
sumers across countries and different government regula¬ 
tions, a firm may have to create a different promotion for a 
particular product in each country where the product is 
sold. Just as firms create products that are tailored to the 
unique characteristics of consumers in a specific country, 
they should also promote products in a manner that ap¬ 
peals to specific consumers. 


News Releases 

news release A news release is a brief written announcement about a firm provided by 

a brief written announcement that firm to the media. It enables the firm to update the public about its 

about a firm provided by that firm products or operations. It may also be used to clarify information in re- 
to the media sponse to false rumors that could adversely affect the firm's reputation. The 

news release may include the name and phone number of an employee 
who can provide more details if desired by the media. There is no charge 
for providing a news release, but the firm incurs an indirect cost for hiring 
employees to promote news releases. Also, there is no guarantee that a 
news release will be publicized by the media. 


Press Conferences 

press conference A press conference is an oral announcement about a firm provided by 

an oral announcement about that firm to the media. Like a news release, a press conference may be in- 

a firm provided by that firm to tended to enhance the firm's image or to eliminate any adverse effects 

the media caused by false rumors. A press conference is more personal than a news 

release because an employee of the firm makes the announcement directly 
to the media and may even be willing to answer questions from the media. 
There is no charge for organizing a press conference, but there is an indi¬ 
rect cost of hiring employees to perform the necessary tasks. 
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6 

Explain how firms select 
the optimal mix of 
promotions to use. 


Exhibit 14.5 

Summary of Methods That 
Make Up the Promotion Mix 


Taking Advantage of Public Relations 

T he manner in which a firm should use public relations is dependent on its specific char¬ 
acteristics. To illustrate, recall that Karma Coffee House wants to attract businesspeople 
who commute to downtown Boston. Jen Allen, Karma's owner, decides to sponsor a coffee¬ 
tasting event that is specifically for the local businesses. She sets up a temporary display 
near each office building where people can sample a number of new coffee flavors. In this 
way, she ensures that the workers in each building see that they can sample free coffee be¬ 
fore they enter their building. Each person who samples the coffee receives a brochure with 
information about Karma Coffee House. 

1. What benefit does this form of public relations provide to Karma Coffee House that it 
would not obtain from advertising? 

2. Why might the free coffee tasting be a more effective form of public relations for Karma 
Coffee House than sponsoring a run or some other event? 

ANSWERS: 1 .The public relations event allows people in the target market to sample coffee made by Karma Coffee House, 
which is a step beyond just advertising the coffee house. 2. This public relations event is focused on sampling the product 
that represents Karma Coffee House. It is also focused on the people in the target market. 


Determining the Optimal Promotion Mix 


Exhibit 14.5 provides a brief summary of the various promotion methods. 
Each method has its own advantages and disadvantages, so no single 
method is ideal for all products. Firms must decide whether to use adver¬ 
tising, personal selling, sales promotion, publicity, or some mix of these 
promotion methods to promote their products. Firms must consider the 
characteristics of their target market and their promotion budget when de¬ 
termining the optimal promotion mix, as explained next. 

Target Market 

If a firm's target market is made up of a wide variety of customers through¬ 
out a specific region, it may use advertising to promote its product. If a firm 
produces a surgical device for a target market of hospital surgeons, it may 
consider using some advertising to make surgeons aware of the device, 
along with personal selling to explain how the device is used. If the target 
market is made up of consumers on tight budgets (such as retired people), 
the firm may use sales promotion methods such as coupons or rebates. 

Any of these promotion methods may be complemented with public 
relations such as sponsoring a special event for consumers who are in the 


Promotion Method 

Advantages 

Disadvantages 

Advertising 

Reaches a large number 
of customers. 

Can be expensive; 
is not personalized. 

Personal selling 

Provides personalized 
attention. 

Difficult to reach a large 
number of customers. 

Sales promotion 

Offers various incentives 
for consumers to 
purchase products. 

May not reach as many 
consumers as advertising. 

Public relations 

Inexpensive method of 
enhancing the image of 
the firm or its products. 

Provides only a limited amount 
of promotion because news 
releases and press conferences 
may not always be covered by 
the media. 
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pull strategy 

firms direct their promotion di¬ 
rectly at the target market, and 
consumers in turn request the 
product from wholesalers or 
producers 

push strategy 

producers direct their promotion 
of a product at wholesalers or 
retailers, who in turn promote 
it to consumers 


Exhibit 14.6 

Comparison of Pull and 
Push Strategies 


target market for the product. For example, to promote its female athletic 
shoes, Reebok sponsored a Sports Training Challenge for female high 
school athletes. 

Firms typically attempt to direct their promotion to the target market. 
Miller Brewing, Anheuser-Busch, and other beer producers run commer¬ 
cials during sports events and direct the ads at a target market of men. 
Women's clothing ads are placed in fashion magazines and directed at a tar¬ 
get market of women. Procter & Gamble promotes its household products 
on television shows watched by women because women generally make 
most of the household purchases. 

When firms direct their promotion directly at the target market, they 
provide information to the consumers who would most likely purchase the 
products. Consumers become aware of the product without hearing about 
it from a retailer. They may then request the product from retailers, who 
in turn request it from wholesalers or producers. This strategy is called 
a pull strategy, because the product is pulled through the distribution 
channel as a result of consumer demand. For example, suppose that a firm 
develops a new type of DVD player and advertises it to consumers. As con¬ 
sumers become aware of the product, their demand at retail outlets pulls 
the product through the distribution channel. 

Some producers direct their promotion at wholesalers or retailers in¬ 
stead of their target market. When producers promote their products to 
wholesalers or retailers, their promotion effort is called a push strategy. 
Wholesalers promote the product to retailers, who in turn promote it to 
consumers. Thus, the product is pushed through the distribution channel. 
For example, assume that a manufacturer of a new DVD player has repre¬ 
sentatives demonstrate its advantages to all wholesalers. The wholesalers 
then promote the DVD player to retailers so that they can inform con¬ 
sumers. The difference between a push strategy and a pull strategy is illus¬ 
trated in Exhibit 14.6. Personal selling is commonly used to apply a push 
strategy. 

Surveying the Target Market Marketing research can enhance a firm's promo¬ 
tion decisions by determining the types of promotions that are favorably 
received by the target market of concern. For example, a firm that sells 


Pull Strategy 


Push Strategy 
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promotion budget 

the amount of funds that have 
been set aside to pay for all pro¬ 
motion methods over a specified 
period 


Small Business Survey 


Unique Marketing as a Competitive Advantage 

In a recent National Small Business poll conducted for the NFIB Research Founda¬ 
tion, small businesses were asked whether they rely on unique promotions and mar¬ 
keting as part of their strategy to develop a competitive advantage. Their responses 
are shown here: 


Not a 

significant 
part of their 
competitive 
strategy 
33 % 


Other 


Significant 
part of their 
competitive 
strategy 

30 % 



Moderate 
part of their 
competitive 
strategy 

36 % 


clothing to teenagers may survey a sample of teenagers for feedback on 
various promotions that it may offer. The firm will implement the promo¬ 
tion strategy that is likely to result in the highest level of sales (assuming 
each promotion strategy has the same cost), based on the feedback from 
the teenagers surveyed. 

Promotion Budget 

A promotion budget is the amount of funds that have been set aside to 
pay for all promotion methods over a specified period. Firms may establish 
a promotion budget for each product that they produce. The budget may 
be large if the firm believes that promotion will have a major effect on sales 
or is necessary to prevent a substantial decline in sales. If the promotion 
budget for a specific product is small, advertising on television or in widely 
distributed magazines may not be possible. The firm may have to rely on 
inexpensive advertising (such as local newspapers) and inexpensive sales 
promotion methods (such as displays). Perhaps no single type of promo¬ 
tion will be as effective by itself. 

The promotion budget varies substantially across firms and may even 
vary for each firm's product line over time. The promotion budget for a 
specific product is influenced by the following characteristics: 

► Phase of the product life cycle 

► Competition 

► Economic conditions 

Phase of the Product Life Cycle Products that are just being introduced to the 
market will require more promotions to inform customers about the prod¬ 
ucts. Products that are in the growth phase are promoted to inform and re¬ 
mind customers. Products in the maturity or decline phases of the life cycle 
may not require as much promotion. Nevertheless, they may still need some 
promotion to remind customers and retain their market share. The amount 
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Exhibit 14.7 

Amount of Promotion 
Used throughout the 
Product's Life Cycle 


Sales 

Volume 

Low amount of 

Moderate amount promotion 

of promotion used 



Introduction Growth Maturity Decline 

Phase Phase Phase Phase 

of promotion typically used for different phases of the life cycle is shown in 
Exhibit 14.7. Firms that revise their products in an effort to extend the life 
cycle may use a large amount of promotion even in the maturity phase. 

Competition A firm whose competitors frequently advertise may feel com¬ 
pelled to match their advertising with its own promotional campaign. This 
is a defensive strategy. As this illustrates, firms use advertising not only as 
an aggressive strategy to increase market share but also as a defensive strat¬ 
egy to retain existing market share. 

Economic Conditions Firms respond in different ways to favorable economic 
conditions. Some firms may increase their promotion because they can 
better afford it. Others will cut back, expecting the strong economy to carry 
their products. In a stagnant economy, firms may attempt to heavily pro¬ 
mote their products in an attempt to maintain demand. 

Evaluating and Revising a Firm's Promotions 

Firms recognize that marketing can have a major impact on sales, but they 
also want to make sure that their promotion efforts are worth the cost. 
They view marketing as an investment, not just an expense, and they want 
to see the results of that investment. Thus, an important part of promotions 
involves determining whether the promotion strategy was successful. 
Many companies, including Home Depot, Procter & Gamble, Gillette, and 
Kraft Foods, are working to make their marketing strategies more ac¬ 
countable. They are attempting to determine the precise impact of their 
promotions so that they can decide whether to use similar promotions in 
the future. For example, DaimlerChrysler has shifted some of its promo¬ 
tions to special events so that it can monitor the responses of the potential 
customers who were targeted during the events. Some websites that allow 
Internet advertising are capable of determining how many times customers 
clicked on an ad for more details or ordered products online (when avail¬ 
able) in response to an ad. 

If a firm establishes measurable objectives at the time of the promotion, 
it can assess whether the objectives were achieved. For example, consider 
a strategy that is intended to increase revenue by 10 percent over the next 
year. Once the year is over, the firm can compare the actual revenue with 
the revenue goal to determine whether the goal was achieved. This type 
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Cross Functional Teamwork 

Interaction between Promotion Decisions and Other Business Decisions 


W hen marketing managers make promotion decisions, 
they must interact with other managers of the firm. 
The amount of promotion that is used for a particular prod¬ 
uct will influence demand for that product. If marketing 
managers anticipate a larger demand for the product in re¬ 
sponse to new promotion strategies, they must inform the 
production department.The production managers must be 
aware of the anticipated demand so that they can produce 
a sufficient volume of products. Promotions that increase 
demand will increase sales only if the firm produces a larger 
volume in anticipation of the larger demand. Otherwise, the 
firm will experience shortages, and customers who are un¬ 
able to purchase the product may purchase it from a com¬ 
petitor. In some cases, production may already be at full 
capacity, which means that the promotion may not be 
worthwhile until the manufacturing process can be revised 
to increase capacity. 


Marketing managers also interact with financial man¬ 
agers about promotion decisions for the following reasons. 
First, when marketing managers estimate the costs of a 
specific promotion and the extra revenue that will be gen¬ 
erated overtime as a result of that promotion, they may 
rely on financial managers to assess whether the promo¬ 
tion will provide an adequate return to make it worthwhile 
to the firm. Second, when marketing managers decide to 
implement large promotions, they may need a substantial 
amount of funds; they can inform the financial managers, 
who may determine the best method to obtain those 
funds. Thus, marketing managers rely on input from both 
the production managers and the financial managers 
when making their promotion decisions. 








Victoria's Secret relies on 
models to do promotional 
tours in which they promote 
Victoria Secret products. 



of comparison can be useful for determining whether various promotion 
strategies are successful over time. 

If the objectives of the promotion strategy are not accomplished, the 
firm may revise its strategy. Sometimes a marketing plan fails because the 
objectives were overly optimistic. In this situation, the firm may need to 
revise its objectives rather than its strategies. Firms must also recognize that 
changes in other conditions may affect revenue. For example, poor eco¬ 
nomic conditions may cause a firm's revenue to be less than the goal es¬ 
tablished even if the promotion strategy was effective. 
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Decision Making 


College Health 



Sometimes a firm may need to change its promotion mix. If consumer 
characteristics or market conditions change, the firm may revise its pro¬ 
motion mix to give more prominence to some strategies and less to others. 


Revising the Promotion Mix over Time 

T o illustrate how the promotion mix may change over time, reconsider the case of Karma 
Coffee House. The initial goal of Jen Allen, the owner, was simply to make her target 
market (local businesspeople) aware of Karma's existence. Thus, the promotion mix in¬ 
cluded advertising brochures, coupons, and public relations events that would create 
awareness. As time passes, Karma will face other types of challenges, such as making sure 
that its customer are continually satisfied. Consumer habits and tastes can change over 
time. In addition, other coffee houses may open nearby, creating more intense competition. 
Karma Coffee House may still need promotion strategies, but for different reasons than 
when it opened. If it begins to lose some of its customers, it may need to advertise that it is 
offering new coffee flavors or new snacks. 

1. If the target market of Karma Coffee House changes from young local businesspeople 
to older local businesspeople, how will this affect its promotion mix? 

2. If the target market of Karma Coffee House changes from local businesspeople to local 
households (people who live nearby), how will this affect its promotion mix? 

ANSWERS: 1. Karma will need to determine whether the older businesspeople prefer different flavors of coffee. It will then 
use promotion to focus on the coffee or services desired by that target market. 2. It will need to determine whether the lo¬ 
cal households prefer different flavors of coffee. It will then use promotion to focus on the coffee or services desired by that 
target market. 


Club: Promotion at CHC 

As Sue Kramer develops her business plan for College Health Club (CHC), she must decide 
on the mix of different strategies that she will use to promote CHC. She decides to use 
a promotion mix consisting of (1) advertising through the Texas College newspaper, 

(2) coupons for vitamin supplements and a free day pass inserted in theTexas College 
newspaper, and (3) personal selling through monthly presentations about exercise and 
health to students on campus. All three parts of her promotion mix are focused on the 
students at the college, who are CHC's target market. 

Sue has decided to advertise in theTexas College newspaper because she needs to 
reach a large number of potential members without spending too much money. Sue ruled 
out magazines, local television, radio, and the Internet because they are too expensive. 

She did not think that telemarketing, outdoor ads, transportation ads, or specialty ads 
would attract many members. Sue has decided that advertising in the college's newspaper 
is the easiest way to reach her target market. This weekly newspaper is free to students, 
and most students read it or at least skim it. Sue has decided on an ad that takes up one- 
quarter of a page and plans to run it for the next 10 weeks.Then she will determine the im¬ 
pact the ad has had on memberships and decide whether to continue running it. 

To determine whether her promotion mix is effective, Sue also plans to monitor how 
the number of memberships changes after implementing her promotion mix. She realizes, 
however, that memberships may increase for reasons other than the promotion strategies. 
Therefore, she has included a question on the membership application asking what 
caused the applicant to purchase a membership. The choices are (1) referral from a friend, 
(2) advertising in the student newspaper, (3) coupons in the student newspaper, (4) the 
exercise and health presentations on campus, or (5) other. She can determine from the 
membership applications which promotion strategies are attracting the most members. 
This information can help her decide how to use her promotion budget in the future. 
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Promotional efforts can in¬ 
crease sales or at least prevent a de¬ 
crease in sales because the brand 
name stays in the consumer's mind, 
consumers are informed about the 
product's advantages, and the prod¬ 
uct's perceived credibility may be 
enhanced. 

El The key forms of advertising 
are newspapers, magazines, radio, 
television, the Internet, e-mail, 
direct mail, telemarketing, out¬ 
door ads, transportation ads, and 
specialty ads. 

^3 The main steps involved in 
personal selling are to 

► identify the target market, 

► contact potential customers, 

► make the sales presentation, 

► answer questions, 

► close the sale, and 

► follow up. 


^3 Firms can use public relations 
to enhance a product's or a firm's 
image. The most common types of 
public relations strategies are 

► special events, which can be 
sponsored by a firm to promote 
a specific product; 

► news releases, which are brief 
written announcements about a 
firm provided by the firm to the 
media; and 

► press conferences, which are oral 
announcements about a firm 
provided by that firm to the 
media. 

When a firm selects the opti¬ 
mal promotion mix to use for pro¬ 
moting a product, it considers the 

► target market, so that it can use a 
promotion method that properly 
reaches that target market; and 


► promotion budget, since only 
those promotion methods that 
are affordable can be considered. 

How the Chapter Concepts 
Affect Business 
Performance 

A firm's decisions regarding the pro¬ 
motion concepts summarized here 
affect its performance. The firm's de¬ 
cision regarding the promotion mix 
can have a major effect on the size 
of the market that it reaches and 
therefore can influence its revenue. 
This decision also influences the 
firm's expenses associated with pro¬ 
motion. The specific types of adver¬ 
tising used by the firm affect the 
demand for its products and the ad¬ 
vertising expenses it incurs. Deci¬ 
sions regarding the firm's personal 
selling and public relations also af¬ 
fect the demand for its products and 
therefore its revenue. 



mM The most common sales 
promotion methods include 


► rebates, in which firms 
give refunds directly to 
consumers after the prod¬ 
uct is purchased; 

► coupons, which allow 
products to be sold to 
specific consumers at 
discounted prices; 

► sampling, in which 
consumers receive free 
samples of products; 

► displays, in which prod¬ 
ucts are placed in promi¬ 
nent areas of stores; and 


► premiums, in which gifts 
or prizes are provided free 
to consumers who pur¬ 
chase a specific product. 


Promotion 

Decision 



Promotion 

mix 


Personal 

selling 


Public 

relations 


Types of 
advertising 


Sales 

promotion 


Size of 
potential 
market 
reached 
(number of 
potential 
customers); 
degree to 
which those 
customers are 
convinced to 
buy the firm's 
products; and 
cost of 
promotional 
efforts 


Demand for 
firm's 
products 
and cost of 
producing 
and selling 
products 


Business 

performance 
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Review & Critical Thinking Questions 


1. How can promotion be used 
when introducing a new 
product? 

2. What is the promotion mix? List 
and briefly describe the four 
methods of promotion. 

3. You are planning to start a florist 
business in your hometown. 
Would you use media advertis¬ 
ing, nonmedia advertising, or 
both? Why? 

4. Why do you think newspaper 
publishers use telemarketing to 
develop a customer base? 

5. Briefly summarize the steps in¬ 
volved in personal selling. 

6. Discuss the types of sales promo¬ 
tion strategies that a donut shop 
would most likely utilize. 

7. Define public relations and ex¬ 
plain the role it would play in 
the law enforcement department 
of a major city. 


8. Compare the pull strategy with 
the push strategy associated with 
promotion. 

9. Discuss the different types of 
promotion that would be utilized 
throughout the product life cycle 
for a product or service. 

10. How do economic conditions af¬ 
fect a firm's promotion budget? 

11. What are the skills a good sales 
manager should possess? 

12. Consider a television ad for 
toothpaste that claims that a par¬ 
ticular brand outperforms rival 
toothpastes in preventing cavi¬ 
ties. What kind of advertising is 
being used? 

13. Assume that you are the sales 
manager of a neighborhood gro¬ 
cery store. What form of adver¬ 
tising would likely work best for 
your store? 

14. Why might an advertising strat¬ 
egy that uses e-mail to reach 
customers fail? 


15. Assume that you are the sales 
representative for a candy com¬ 
pany. How might you use sam¬ 
pling as a promotional strategy? 

16. McDonald's provides a free toy 
for children with every Happy 
Meal purchase. What kind 

of sales promotion strategy is 
McDonald's using? 

17. The sales manager of a firm de¬ 
cides to contribute to a walk to 
raise money for breast cancer re¬ 
search. What kind of public rela¬ 
tions effort is the firm using? 

18. Why might infomercials be ef¬ 
fective? Why might they not be 
effective? 

19. Why might firms review the 
promotion budget after a partic¬ 
ular promotion strategy has been 
put in place? 

20. Why might telemarketing fail as 
a marketing strategy? 
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Discussion Questions 


1. As a sales manager in a new au¬ 
tomobile dealership, what role 
would you play in the company, 
and what would your responsi¬ 
bilities be? 

2. You are the owner of a minimart 
convenience store. What pro¬ 
cesses could you utilize to iden¬ 
tify your target market? 

3. You are a salesperson in an office 
supply business. Why is it im¬ 
portant to be persistent and uti¬ 
lize follow-up visits with your 
customers? 

4. Identify and explain the different 
types of promotion methods in 
the following examples: 

a. Tiger Woods plays golf wear¬ 
ing Nike apparel. 

b. A local supermarket intro¬ 
duces a scratch-and-win ticket. 

c. Assume that you are a college 
graduate. Your local college 
calls you, asking you to 


make a donation for its capital 
funding program. 

5. How can a firm use the Internet 
to identify its target market? 
How can it use the Internet to 
promote its products? 

6. Discuss the promotion strategies 
that would be utilized by a man¬ 
ufacturer in promoting the fol¬ 
lowing brands. Indicate whether 
the strategy focuses on product 
positioning or image building. 

a. Corvette convertible 

b. Dove facial soap 

c. Craftsman tools 

d. Mountain Dew soft drink 

7. Think of a recent television ad 
that you recently saw. Which ad 
comes to mind first? Was the 
ad effective? Did it make you 
want to buy the product being 
advertised? 

8. Assume that you are the man¬ 
ager of a company that sells 


books that can be downloaded 
from the Internet. Why is it im¬ 
portant for your company to 
have a high ranking in search 
engines? What impact will 
higher visibility have on the 
firm? Would it be difficult to get 
a high search engine ranking for 
a company that sells e-books? 

9. What are some ways for compa¬ 
nies to use public relations to 
promote their stock to investors? 
How can firms use the Internet 
and television ads to reach 
people who might be potential 
investors? 

10. Assume you are the marketing 
manager of a chewing gum pro¬ 
ducer. How can you use market¬ 
ing research to identify the most 
effective advertising strategy? 
How can you use surveys to gen¬ 
erate information on customer 
perception of the product? 


It’s Your Decision: Promotion Decisions at CHD 

1. How could Sue Kramer, the president of CHC, use direct-mail advertising to focus 
specifically on CHC's target market? 

2. How could Sue use personal selling to promote CHC? 

3. How could Sue use premiums to promote CHC? 

4. If Sue is planning a major promotion strategy that will attract additional members, why 
must she first consider the size of CHC's facilities? 

5. Recall that Sue expects total expenses of $142,000 in CHC's first year. She will set the 
membership fee at $500 and expects to attract 300 members in the first year. Sue is 
considering a promotion involving coupons inserted in the school newspaper. Deter¬ 
mine CHC's earnings based on the following coupon strategies over the first year: 

If CHC Provides a The Expected Number of CHC's Earnings before Taxes 

Discount Coupon of: Memberships Would Be: in the First Year Would Be: 

$5 302 _ 

10 303 _ 

20 310 _ 

30 320 _ 

Which discount coupon strategy would you use? Explain. 

6. A health club differs from manufacturing firms in that it produces a service rather than 
products. Explain why the promotion policy of a service firm (such as CHC) is different 
from that of a manufacturing firm. 
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Investing in a Business 


Using the annual report of the firm in which you would 

like to invest, complete the following: 

Questions 

Q How does the firm promote its products? Does it 
use the media to promote its products? Provide 
details. 

Q Does the firm rely heavily on promotion to sell its 
products? How much money has it allocated to¬ 
ward its promotion budget this year? 

Q In reviewing the key terms in this chapter, which 
do you think could apply to promoting your com¬ 
pany's products? 


Q Explain how the business uses technology to pro¬ 
mote its products over the Internet. Does it provide 
rebates to customers using the website to purchase 
products? What do you find most appealing 
about the firm's website? What do you find least 
appealing? 

Q Go to http://hoovers.com and locate the NEWS 
SEARCH. Type in the name of the firm in the 
space provided, and review the recent news stories 
about the firm. Summarize any (at least one) re¬ 
cent news story about the firm that applies to one 
or more of the key concepts in this chapter. 


Case: Promoting Products on the Internet 


Ken Brabec has created a DVD, "How to Improve Your 
Tennis Game," by compiling tips on specific aspects of 
the game from several tennis pros around the country. 
He would like to sell the DVD to DVD/video stores, 
but he realizes that these stores normally deal with 
large broadcasting and movie companies instead of 
individuals. 

Ken decides that he will try to market the DVDs to 
people directly. He can easily mail a DVD to anyone 
who orders one, but he needs to decide how to promote 
the DVD. Since he can easily mail DVDs to customers, 
he wants to promote his DVD throughout the United 
States. He first considers advertising in various tennis 
magazines, but he cannot afford the fee they charge for 
even a single ad. Ken's funds are limited, and he is not 
willing to risk all of his money on a few advertisements. 
Consequently, he decides to advertise his DVD on vari¬ 
ous websites, where the advertising fees are relatively 
low. He still needs to decide the best way to advertise 
over the Internet, however. 


Questions 

[| What types of websites should Ken use to advertise 
his tennis DVD? 

Q Ken plans to advertise initially on five different 
websites. He may continue ads on the websites that 
generate the most sales of his DVDs. How can Ken 
determine which of his ads on the Internet are re¬ 
ceiving the most attention? 

Q Ken is trying to decide whether the promotion on 
the website should provide an order form for cus¬ 
tomers to send in. This method would be relatively 
inexpensive. Alternatively, he could allow cus¬ 
tomers to order the DVD over the Internet. This 
method is more expensive. Is there any benefit 
to allowing customers to order the DVD over the 
Internet using a credit card? 
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Video Case: Distribution Promotion Decisions at Oxygen 


Oxygen is a full-service communications company that 
does communications, advertising, public relations, and 
plan-and-buy media for its clients. It also has a TV net¬ 
work with Internet operations. Oxygen has a strategic 
branding approach for everything it does. Its divisions 
work together to establish the brand. Its managers 
argue that a brand is a personality. Brands can create 
thoughts, feelings, and communications regarding the 
perception of a product. Oxygen's products in branding 
are targeted at women. 

Television is an important part of Oxygen's market¬ 
ing mix. It ran a woman-centered ad during the Super¬ 
bowl that generated a great deal of interest in the 
company. Oxygen also has a grassroots program that 
created a mobile demo unit so that people could inter¬ 
face with potential customers. Four pavilions were set 
up in different markets around the country to raise 
the company's profile. The company also worked with 
local universities to find out what women want in their 
media brands. Finally, Oxygen became involved in com¬ 


munity service geared toward women in local markets. 
More information about Oxygen can be found at 
http://www.oxygen.com. 

Questions 

Q Why does Oxygen's management argue that the 
company has to make sure it is communicating 
consistently across divisions? 

Q How did Oxygen determine the market of women? 
Q How does Oxygen relate to women? 

Q How does Oxygen use the Internet to promote its 
brand? 

Q Why did women respond positively to the Super¬ 
bowl ad campaign? 

How did Oxygen's strategy to get cable coverage 
differ from the strategy used by other networks? 


Internet Applications 


1. http://www.prsa.org 

What is public relations? What kinds of information are 
available at this website? Click on "About PRSA" and 
"Member Benefits." What kinds of benefits are available 
from the Public Relations Society of America? 

2. http://www.webuildpages.com 

What is Internet marketing? What is search engine opti¬ 
mization? How can companies use the Internet to pro¬ 


mote their products? Why is it important to direct traffic 
to a company's website? 

3. http://www.superbowl-ads.com 

What kinds of information are available on this web¬ 
site? What is the most recent news on advertising 
strategies used by U.S. firms? Click on USA Today's 
"Ad Meter." What does the site say about the effective¬ 
ness of recent ads? 


Dell's Secret to Success 


POLL 


Go to http://www.reportgallery.com and review Dell's 
most recent annual report. Also, go to Dell's website 
(http://www.dell.com) and in the section "about Dell," 
review the background material about Dell that relates 
to this chapter. 

Questions 

Q Search for any comments that Dell makes about 
the promotion of its products. Describe Dell's 
marketing. 


Q Notice that Dell normally does not focus its annual 
report on marketing. Dell does not advertise its 
products excessively. Dell appears to be focused on 
demonstrating quality rather than promoting itself. 
Does this strategy make sense? 

Q Would Dell's marketing strategy be effective for a 
new firm? 







555 


In-Text Study Guide 

Answers are in Appendix C at the back of book. 


True or False 

1. Comparative advertising is intended to enhance the 
image of a firm without focusing on a particular 
product. 

2. The promotion mix is the combination of promo¬ 
tion methods that a firm uses to increase the ac¬ 
ceptance of its products. 

3. The Internet, magazines, direct mail, and television 
are all forms of advertising. 

4. A key to successful selling is the follow-up service to 
customers provided by salespeople. 

5. Television advertising is the most widely used 
form of personal selling for medium and large 
businesses. 

6. Rebates and coupons are used to offer a price dis¬ 
count from retailers to their customers. 

7. A firm using a push strategy will aim its promotional 
message directly at the target market customers. 

8. Public relations is one of the most expensive forms 
of sales promotion. 

9. One factor that will influence the size of the promo¬ 
tion budget for a product is the phase of the prod¬ 
uct in the product life cycle. 

10. Sales managers perform the daily tasks of selling 
the product. 

Multiple Choice 

11. Even if a firm's product is properly produced, priced, 
and distributed, it still needs to be: 

a) manufactured. 

b) inspected. 

c) graded. 

d) promoted. 

e) market tested. 


12. All of the following are methods of promotion 
except: 

a) target marketing. 

b) personal selling. 

c) advertising. 

d) sales promotion. 

e) public relations. 

13. The act of informing or reminding consumers about 
a specific product or brand is referred to as: 

a) personal selling. 

b) production. 

c) finance. 

d) promotion. 

e) research and development. 

14. Which of the following promotion strategies is 

a nonpersonal sales promotion aimed at a large 
number of consumers? 

a) advertising 

b) public relations 

c) telemarketing 

d) retail selling 

e) mega-marketing 

15. A nonpersonal sales presentation about a specific 
brand is: 

a) institutional advertising. 

b) personal selling. 

c) brand advertising. 

d) comparative advertising. 

e) reminder advertising. 

16. The type of advertising that is used for grocery 
products such as cereal, peanut butter, and dog 
food is: 

a) institutional advertising. 

b) reminder advertising. 

c) the push strategy. 

d) industry advertising. 

e) public relations advertising. 
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17. Ads that show consumers choosing between 

Pepsi and Coca-Cola are examples of_ 

advertising. 

a) comparative 

b) institutional 

c) industry 

d) reminder 

e) generic 

18. All of the following are forms of advertising except: 

a) direct mail. 

b) outdoor ads. 

c) personal selling. 

d) online banner ads. 

e) transportation ads. 

19. Ads that are televised separately rather than within 
a show are called: 

a) commercials. 

b) specialty ads. 

c) infomercials. 

d) institutional ads. 

e) direct-mail ads. 

20. All of the following are advantages of Internet 
advertising except: 

a) direct, personal contact with the potential 
consumer. 

b) low cost. 

c) fees can be based on the number of customer 
orders. 

d) generates high levels of response. 

e) can create product awareness. 

21. The use of the telephone for promoting and selling 
products is known as: 

a) telepromotion. 

b) telemarketing. 

c) online sales promotion. 

d) telecommunication mix. 

e) annoying phone calls. 


22. Salespeople generally perform all of the following 
steps except: 

a) identify the target market. 

b) followup. 

c) contact potential customers. 

d) make the sales presentation. 

e) advertising. 

23. A salesperson who has just completed an effective 
sales presentation should attempt to: 

a) analyze the market. 

b) win at all costs. 

c) close the sale. 

d) exploit the customer. 

e) maximize sales returns and allowances. 

24. A visual method that retail stores use in promoting 
particular products is a: 

a) display. 

b) rebate. 

c) coupon. 

d) premium. 

e) market. 

25. The promotion strategy of sampling is most often 
used to: 

a) provide customers with a premium as an incen¬ 
tive to purchase more of the product. 

b) introduce new products. 

c) give customers a discount if a larger quantity is 
purchased. 

d) serve as a reminder for former customers to buy 
the product again. 

e) unload surplus inventory. 
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26. The main, immediate goal of public relations is to: 

a) remind customers of the firm's existence. 

b) compare the firm's brand to a competitor's 
brand. 

c) identify the firm's target market. 

d) enhance the image of the firm. 

e) increase sales. 

27. Which of the following sales promotion strategies 
provides a gift or prize to consumers who purchase 
a specific product? 

a) pull 

b) push 

c) sampling 

d) rebates 

e) premiums 

28. When firms promote products, they highlight the 
advantages overall other products. They empha¬ 
size the product's: 

a) publicity. 

b) features. 

c) sales promotion. 

d) labeling. 

e) lifecycle. 

29. Firms that hire_to promote products 

must consider the perceptions of the consumers in 
each country. 

a) accountants 

b) economists 

c) suppliers 

d) clients 

e) celebrities 


30. Which of the following is a public relations strategy 
in which an organization provides the media with 
a written announcement? 

a) special events 

b) press conference 

c) concert sponsorship 

d) direct mail 

e) news release 

31. If a firm's target market is made up of a wide variety 

of customers throughout a specific region, it would 
likely use_to promote its product. 

a) personal selling 

b) advertising 

c) door-to-door sales 

d) one-on-one communication 

e) target marketing 

32. When producers promote their products to whole¬ 
salers or retailers, their promotion effort is called a: 

a) push strategy. 

b) premium price strategy. 

c) sales promotion. 

d) market segmentation. 

e) pull strategy. 

33. Which of the following is a strategy where firms 
focus their promotional messages on the target 
market customers, who in turn request the product 
from wholesalers or producers? 

a) push 

b) co-branding 

c) product life cycle 

d) sponsorship 

e) pull 
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34. The promotion budget varies substantially across 35. If marketing managers anticipate a larger demand 
firms and may even vary for each firm's product line for a product in response to new promotion strate- 

over time. Its characteristics are influenced by all of gies, they must inform their: 

the following except: a) labor union. 

a) size of human resource department. b) stockholders. 

b) competition. c) creditors. 

c) phase of the product life cycle. d) production department. 

d) economic conditions. e) appropriate government agency. 
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Developing the Marketing Plan 
for Campus.com 

Product Line and Target Market (related to Chapter 12) 

In your business plan for Campus.com, suggest how the firm could expand its prod¬ 
uct line. That is, what other services could it offer to its customers while still continu¬ 
ing its main type of business? How could it expand its target market? 

Pricing (related to Chapter 12) 

Campus.com will charge a price per standard service offered (information on one col¬ 
lege). What factors should be considered when determining the price to be charged? 
The initial idea was to charge $ 1 per request (for information about one college pro¬ 
vided to one customer). In your business plan for Campus.com, state your plans for 
pricing the service. You do not need to use the pricing of $ 1 per request if you think 
you have a better pricing policy. If you plan to offer some type of quantity discount, 
specify that within your business plan. 

Distribution (related to Chapter 13) 

In your business plan, explain how Campus.com distributes its service. If some cus¬ 
tomers cannot obtain a hard copy of the information (if their printer is not working), 
how will Campus.com distribute its services to them? 

Promotion (related to Chapter 14) 

In your business plan for Campus.com, explain how the firm should advertise its ser¬ 
vices. Should it focus on high school students, on the parents of the high school stu¬ 
dents, or on both target markets? Explain. Where should Campus.com advertise its 
services, assuming it wants to limit its advertising expenditures? 

Communication and Teamwork 

You (or your team) may be asked by your instructor to hand in and/or present the 
part of your business plan that relates to this part of the text. 


Integrative Video Case: Pricing Strategy at World Gym 



World Gym is one of America's most reputable fitness organizations. Founded in 
1989, World Gym Showcase Square's original strategy was to target a broad market 
ranging from experienced bodybuilders to novice gym users. The owners established 
their facilities in high-traffic areas with little competition. When World Gym was 
founded, there was a strong demand for medium-priced fitness facilities, but only a 
few existed. World Gym originally set a low price to induce consumers to try its facili¬ 
ties and remain as customers. The strategy was far more successful than the owners 
anticipated. In fact, the marketing campaign was so successful that World Gym was 
able to raise its prices and become a price leader. Soon, however, competitors such as 
Gold's Gym began to enter the market and located their facilities near World Gym. 
When World Gym's owners recognized that they were losing customers to the new 
competitors, they decided to lower membership prices in response. Thus, World Gym 
changes its pricing strategy in response to the changing business environment. 
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Today, World Gym has expanded across the United States and into several other 
countries. It uses its website to promote its services by providing information to po¬ 
tential and existing customers. The website includes a store locator as well as informa¬ 
tion on prices, fitness classes, and equipment. You can find more information on 
World Gym at http://www.worldgym.com/. 

Questions 

Q How did World Gym originally market its products to potential gym customers? 

Q How has World Gym used its pricing strategy to lure customers from competing 
fitness facilities? 

Q How has World Gym responded to competition and changes in the market 
environment? 

Q How does World Gym use the Internet to promote its services? 


The Stock Market Game 



Check the performance of your stock. 

Check Your Performance 

Q What is the value of your stock investment today? 

Q What is your return on your investment? 

Q How did your return compare to those of other students? (This comparison tells 
you whether your stock's performance is relatively high or low.) 

Explaining Your Stock Performance 

Stock prices are frequently influenced by changes in the firm's marketing strategies, 
including new products, pricing, or promotion strategies. A stock's price may increase 
if the firm institutes new marketing strategies and investors expect the changes to im¬ 
prove its performance. A stock's price can also decline if the marketing strategies are 
expected to reduce the firm's performance. Review the latest news about your stock. 

|| Determine how your stock's price was affected (since you purchased it) by 

changes in the firm's marketing strategies (the main topic in this part of the text). 

Q Identify the specific type of marketing policies that caused the stock price to 
change. 

Q Did the stock price increase or decrease in response to the announcement of new 
marketing policies? 


Running Your Own Business 



H Describe in detail how the product you plan to produce is different from those 
offered by competitors. Identify any advantages of your product over those of the 
competition. 

J Explain how the pricing of your product will be determined. Explain how your 
product's price will compare with prices of competing products. 

Q Can the unique features of your product be protected from competitors? 

Q Describe how your business will distribute the product to customers. 









562 PART V 


MARKETING 


Q Explain whether the cost of distributing your product will be affected substantially 
if there is a large increase in the price of gasoline or in postal rates. 

Q Describe how your business will promote its product. Will it use media to adver¬ 
tise? If so, how? 

] Estimate the amount of money that will be allocated for promotion during the 
first year. 

Q Would coupons or rebates be an effective promotion method for your product? 
Why or why not? 

Q How could your firm use public relations to promote your company or product? 

[0 How could your firm use the Internet (or other technology) to promote your 
company or product? 


Your Career in Business: Pursuing a Major and a Career 

in Marketing 



If you are very interested in the topics covered in this section, you may want to con¬ 
sider a major in marketing. Some of the more common courses taken by marketing 

majors are summarized here. 

Common Courses for Marketing Majors 

► Advertising —Focuses on methods of promoting products, alternative types of 
advertising, the use of the media for advertising, and the role of advertising 
agencies. 

► Marketing Environment —Discusses the impact of social, technological, and 
other environmental conditions on marketing decisions and looks at how 
marketing decisions have changed in response to changes in the marketing 
environment. 

► Distribution Systems —Examines the role of inventory maintenance for dis¬ 
tribution, channels of distribution, and transportation methods used for 
distribution. 

► Promotional Management —Examines how consumers make purchasing deci¬ 
sions, what factors drive their decisions, and how firms can capitalize on this 
information. 

► Marketing Research —Focuses on methods of assessing consumer purchases and 
the effects of marketing strategies; discusses gathering data, analysis, and de¬ 
riving implications from the analysis. 

► Marketing Strategy —Explains how marketing concepts can be applied to solve 
marketing problems and make marketing decisions. 

► Services Marketing —Describes the application of marketing strategy to services. 

► Marketing Planning —Focuses on the process of developing a marketing plan, 
including the creation of a product, the identification of a target market, and 
the creation of a structure for distribution and promotion. 

► Psychology courses —Specifically, those courses that explain human behavior as 
related to consumption, preferences, and needs. 
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Careers in Marketing 

Information about job positions, salaries, and careers for students who major in mar¬ 
keting can be found at the following websites: 

► Job position websites: 

http://jobsearch.monster.com Advertising, marketing, public relations, 

retail, wholesale, sales, transportation, 
warehousing 

http://careers.yahoo.com Advertising, public relations, marketing, 

retail, transportation, logistics 

► Salary website: 

http://collegejournal.com/salarydata Advertising, marketing, public relations, 

food processing, retailing, sales 
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F inancial management in¬ 
volves the analysis of finan¬ 
cial data, as well as the 
determination of how to obtain 
and use funds. Chapter 15 ex¬ 
plains how a financial analysis of 
a firm can be conducted to deter¬ 
mine how it is performing, and 
why. This type of analysis is used 
to detect a firm's deficiencies so 
that they can be corrected. 

Finance is the means by 
which firms obtain funds (financ¬ 
ing) and invest funds in business 
projects. Firms may obtain funds 
to build a new factory, purchase 
new machinery, purchase more 
supplies, or even purchase an 
existing business owned by 


another company. Chapter 16 
describes the common financing 
methods that firms use and also 
identifies the types of financial 
institutions that provide financ¬ 
ing. It also explains the factors 
that influence the ideal type of 
financing. Chapter 17 describes 
the tasks that are necessary when 
a firm determines whether to in¬ 
vest in a particular business proj¬ 
ect. In addition, it explains why 
firms sometimes use their funds 
to acquire other firms. The chap¬ 
ters on financing and business 
investment are closely related 
because financing supports the 
firm's investment in new business 
projects. 



Chapter 1 5 

Accounting and 
Financial Analysis 

Chapter 16 

Financing 

Chapter 1 ~1 

Expanding 
the Business 
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Accounting and 
Financial Analysis 


Accounting is the summary and 
analysis of a firm's financial condi¬ 
tion. The accounting process gen¬ 
erates financial statements, which 
provide detailed information 
about a firm's recent performance 
and its financial condition. Man¬ 
agers of all types of firms use 
financial statements to assess their 
performance and to make busi¬ 
ness decisions. Consider the situa¬ 
tion of Surf Clothing Company, 
which produces clothing that it 
sells in its retail stores. Surf Cloth¬ 
ing wants to monitor its business 
performance so that it can detect 
any deficiencies that need to be 
corrected. It also wants to deter¬ 
mine whether its financial condi¬ 


tion is adequate to support the ex¬ 
pansion of its business in the near 
future. Surf Clothing Company 
must decide: 

► How can it measure its recent 
performance? 

► How can it ensure that its 
financial statements are 
accurate? 

► How can it assess its present 
financial condition? 

► How can it apply ratio 
analysis? 

Surf Clothing Company can assess 
its financial statements to deter¬ 
mine how its revenue, expenses, 
and earnings changed in response 


to specific strategies that it used in 
the past. Its financial statements 
allow Surf to monitor its recent 
performance so that it can detect 
any weakness in time to revise its 
strategies. Surf can also ensure 
that its present financial condition 
is strong enough to allow for 
expansion. 

The types of decisions described 
above are necessary for all busi¬ 
nesses. This chapter explains how 
the accounting and financial 
analysis functions described here 
can be used by Surf Clothing Com¬ 
pany or by any other firm in a man¬ 
ner that maximizes its value. 
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Explain how firms use 
accounting. 


accounting 

the summary and analysis of a 
firm's financial condition 

public accountants 

accountants who provide account¬ 
ing services for a variety of firms 
for a fee 

certified public 
accountants (CPAs) 

accountants who meet specific 
educational requirements and pass 
a national examination 

bookkeeping 

the recording of a firm's financial 
transactions 

financial accounting 

accounting performed for report¬ 
ing purposes 


How Firms Use Accounting 


Firms use accounting to report their financial condition, support decisions, 
and control business operations, as explained in this order next. The ac¬ 
counting process itself is performed by accountants who may be private or 
public accountants. Private accountants provide accounting services for the 
firms where they are employed. Although they usually have an account¬ 
ing degree, they do not have to be certified. 

Public accountants provide accounting services for a variety of firms 
for a fee. A license is required to practice public accounting. Accountants 
who meet specific educational requirements and pass a national examina¬ 
tion are referred to as certified public accountants (CPAs). 

Reporting 

One accounting task is to report accurate financial data. Bookkeeping 
is the recording of a firm's financial transactions. For example, the record¬ 
ing of daily or weekly revenue and expenses is part of the bookkeeping 
process. 

Firms are required to periodically report their revenue, expenses, and 
earnings to the Internal Revenue Service (IRS) so that their taxes can be 
determined. The type of accounting performed for reporting purposes is 
called financial accounting. 

Financial accounting must be conducted in accordance with generally 
accepted accounting principles (GAAP) that explain how financial infor¬ 
mation should be reported. The Financial Accounting Standards Board 
(FASB), Securities and Exchange Commission (SEC), and IRS establish the 
accounting guidelines. The use of a common set of guidelines allows for 
more consistency in reporting practices among firms. Consequently, a 
comparison of financial statements between two or more different firms 
may be more meaningful. 


Reporting to Investors Publicly owned firms are required to periodically re¬ 
port their financial condition for investors who either already own the 
firm's stock or may purchase it in the future. Most shareholders of a pub¬ 
licly owned firm are not employees of the firm, but simply invest in its 
stock in an effort to earn a high return on their investment. The market 
price of the firm's stock tends to move in line with the firm's performance. 
The price rises when the firm performs well, but declines when the firm 
performs poorly. Thus, the return on an investment in the firm's stock in a 
future period is dependent on the firm's performance over that period. In¬ 
vestors assess the firm's recent earnings and other financial information to 
predict how the firm will perform in the future. If they conclude that the 
price of the stock will rise substantially in the future, they may buy the 
stock. 

If the financial statements indicate that the firm has performed poorly 
and do not offer any clear evidence that the performance will improve, in¬ 
vestors will not buy the firm's stock, and existing shareholders may decide 
to sell their stock. Alternatively, if they own a large amount of shares, they 
may attempt to join with other disgruntled shareholders in demanding 
that some high-level managers or board members be fired as a result of the 
firm's poor performance. This activist role is intended to result in more ef¬ 
fective management of the firm in the future, which would lead to a higher 
stock price and a decent return on their investment. 





Small Business Survey 


Responsibility for Financial Reporting 

In a recent National Small Business poll conducted for the NFIB Research Founda¬ 
tion, small business owners were asked who is responsible for their financial report¬ 
ing. Their responses are shown below: 


Businesses with 1 -9 employees 


Employees 

15 % 


Outside help 
(such as accountants) 

20 % 


Family 

members 

11 % 



Businesses with 10-19 employees 



Owners 

' 37% 


Family 
members — 

10 % 


Businesses with 20-249 employees 



Owners 

35% 


Family 

members — 

8 % 
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Stocks are traded on stock 
exchanges such as the New 
York Stock Exchange, shown 
here. Investors can buy or sell 
stocks by placing orders with 
stockbrokers who transmit 
the orders to the exchange 
where the stock is traded. 



Online Reporting Many firms use the Internet to make their financial infor¬ 
mation available. For example, Dell, Inc., provides its investors and other 
interested parties with detailed financial information via its website. In¬ 
vestors can access Dell's most recent annual report, quarterly "financial 
fact sheets," and earnings estimates for the coming year. Furthermore, in¬ 
vestors can request specific financial information using the website. By 
making this information available over the Internet, Dell provides investors 
and other parties with current, up-to-the-minute feedback on its financial 
performance. 

Reporting to Creditors Firms also report their financial condition to existing 
and prospective creditors. The creditors assess firms' financial statements 
to determine the probability that the firms will default on loans. Creditors 
that consider providing short-term loans assess financial statements to de¬ 
termine the firm's liquidity (ability to sell existing assets). Creditors that 
consider providing long-term loans may assess the financial statements to 
determine whether the firm is capable of generating sufficient income in 
future years to make interest and principal payments on the loan far into 
the future. 


managerial accounting 

accounting performed to provide 
information to help managers of 
the firm make decisions 


Decision Support 

Firms use financial information developed by accountants to support 
decisions. For example, a firm's financial managers may use historical 
revenue and cost information for budgeting decisions. The marketing 
managers use sales information to evaluate the impact of a particular pro¬ 
motion strategy. The production managers use seasonal sales information 
to determine the necessary production level in the future. The type of ac¬ 
counting performed to provide information to help managers make deci¬ 
sions is referred to as managerial accounting. Financial accounting also 
reports information, but to shareholders and the IRS (outside the firm). To 
provide a complete set of information, the information generated by man¬ 
agerial accounting can be combined with other information (such as in¬ 
dustry characteristics). For example. Blockbuster maintains information 
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on revenue, current and historical sales and rental activity, demographics 
of store customers, and rental patterns. It can use this information to pre¬ 
dict the types of DVDs and videos that may be popular in the future. 


Control 


auditing 

an assessment of the records that 
were used to prepare a firm's 
financial statements 

internal auditors 

specialize in evaluating various di¬ 
visions of a business to ensure that 
they are operating efficiently 


In addition to providing information to support decisions, managerial ac¬ 
counting helps managers maintain control. By reviewing financial infor¬ 
mation, managers monitor the performance of individuals, divisions, and 
products. Accounting information on sales is used to monitor the perfor¬ 
mance of various products and the salespeople who sell them. Information 
on operating expenses is used to monitor production efficiency. 

Managers evaluate their firm's financial statements to monitor opera¬ 
tions and to identify the firm's strengths and weaknesses. Financial state¬ 
ments can be generated and analyzed as frequently as necessary to identify 
problems and resolve them quickly before they become serious. 

Another accounting task used for control is auditing, which is an 
assessment of the records that were used to prepare the firm's financial 
statements. Internal auditors specialize in evaluating various divisions 
within a firm to ensure that they are operating efficiently. 


Decision Making Using Financial Reports to Detect Deficiencies 

S urf Clothing Company relies on its accountants to keep track of its revenue and ex¬ 
penses. First, the company's revenue and expenses are summed up across all stores to 
provide an overall report. Second, Surf's revenue and expenses are reported per retail store 
so that individual store performance can be monitored. Third, Surf's revenue and expenses 
are reported per category of clothing (segmented by age group and gender) so that the 
performance of each clothing category can be monitored. In this way, Surf can identify the 
underlying reasons for its overall performance. 

1. Why do you think that Surf's revenue may vary across its individual retail stores? 

2. How could financial reports be used when deciding which stores should be allowed to 
grow over time and which stores (if any) should be closed down? 


ANSWERS: 1. Revenue is based on demand by the local customers who shop at a particular store. The demand may be 
higher for stores when the income of local customers is high, when the competition is low, and when the local customers 
have preferences for the type of clothing produced by Surf Clothing Company. 2. Financial reports disclose the earnings of 
each store.Therefore, the stores with strong earnings may be allowed to expand because they could possibly increase their 
profits. Conversely, the stores with weak or negative earnings may be closed down because they are not providing an ade¬ 
quate return on the funds invested by the owners of Surf Clothing Company. 



Discuss how firms 
can ensure proper 
financial reporting. 


Responsible Financial Reporting 


Firms have some flexibility when accounting for their financial condition. 
Some firms tend to use whatever method of accounting will inflate their 
earnings because they know that their stockholders will be better satisfied 
if earnings are high. Moreover, some of a firm's top managers who own the 
firm's stock may want a favorable financial report to ensure that the stock 
value stays high until they sell their stock holdings. Enron, Inc., used ac¬ 
counting gimmicks to inflate its revenue and its earnings until 2001 when 





572 PART VI 


FINANCIAL MANAGEMENT 


0 lit of 
Business 


I am PLEASED TO SA4TTWI fAAVE TUT) 0URKX&UNIM15 
V7KAT EFRNIN36TO REPORT FCRTTE- NEXT6IX WEARS M> WE ARE 
MEGOIN&TO RECEIVE VEFW GOOD BONUSES EASED ONT^ESE 
BJPJRE EAKMINGS RETOS. 



investors finally realized that the financial statements were distorted. En¬ 
ron filed for bankruptcy in November 2001. WorldCom used accounting 
gimmicks to reduce its expenses. In June 2002, it admitted that its ex¬ 
penses over the previous five quarters were underestimated by $3.9 billion. 
In July 2002, it went bankrupt. 

A firm should use whatever method of accounting provides the most 
accurate indication of its financial condition. By doing so, the firm may 
benefit in two ways. First, it may gain some credibility with existing and 
prospective stockholders by providing clear and consistent reports that are 
easily understood. Second, using an understandable and logical account¬ 
ing method makes it easier for the firm's managers to detect and correct 
deficiencies. 

The Role of Auditors in Ensuring Proper Reporting 

Publicly traded firms are required to have their annual financial reports 
audited by an independent accounting firm of public accountants, known 
as an independent auditor. The auditor's role is to certify that the financial 
reports are accurate and within the generally accepted reporting guide¬ 
lines. An auditor's stamp of approval does not imply anything about a 
firm's performance; the auditor is certifying only that the information con¬ 
tained within the financial statements is accurate. Nevertheless, some au¬ 
ditors have certified financial reports that were misleading. Perhaps the 
best-known example was the audit of Enron by the accounting firm 
Arthur Andersen in the year 2000. Andersen certified some of Enron's 
financial reports that were very questionable. Auditors are sometimes 
tempted to certify financial reports because they want to be hired by the 
firm again in the future. In 2000, Arthur Andersen earned more than 
$50 million in fees for its auditing and other work provided to Enron. The 
auditors knew that if they did not certify the financial reports, Enron 
would hire another accounting firm instead. This ethical dilemma does not 
absolve Arthur Andersen from blame, but it does explain why auditors 
sometimes certify financial reports that should not be certified. Arthur 
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Andersen was also the auditor of WorldCom during the period when 
WorldCorn's expenses were underestimated. 

Given the conflict of interest that may arise, auditors cannot always be 
trusted to ensure that a firm properly reports financial information to its 
stockholders. The publicity surrounding the demise of Enron and World¬ 
Com has caused investors to be more cautious when interpreting financial 
statements. Some firms have responded by disclosing more details about 
their financial condition to demonstrate that they have nothing to hide. 

The Role of the Board of Directors 
in Ensuring Proper Reporting 

Since a firm's board of directors represents the shareholders, it can try to 
prevent the firm from providing misleading financial reports. However, 
some boards do not effectively represent the stockholders. For example, a 
problem may arise when board members are compensated with the firm's 
stock. Like the firm's top managers who own its stock, the board members 
might benefit from misleading financial reporting that artificially inflates 
the stock's price because they too could sell their shares while the stock is 
priced artificially high. The board members may be more willing to enforce 
proper disclosure if they cannot sell any of their stock holdings while serv¬ 
ing on the board. If forced to hold on to their shares for a long-term period, 
directors may be more likely to make decisions that benefit the long-term 
performance of the hrnr. 

The Role of the Sarbanes-Oxley Act 

In response to the accounting fraud at Enron and other firms, regulators 
are attempting to ensure more accurate financial disclosure by firms. Stock 
exchanges have instituted new regulations for the firms that list on the ex¬ 
change. The Securities and Exchange Commission has been granted more 
resources and power to monitor financial reporting. 


Dennis Kozlowski, the former 
CEO of Tyco, was found guilty 
of fraud. The financial state¬ 
ments of Tyco did not fully 
disclose all financial informa¬ 
tion, causing some investors 
to pay a higher price for 
Tyco stock than what Tyco 
was really worth. 
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Walt Disney Company's 
board of directors is intro¬ 
duced at a recent annual 
meeting for its shareholders. 



Perhaps the most important regulatory changes to ensure accurate 

financial disclosure are the result of the Sarbanes-Oxley Act of 2002. Some 

of the act's more important provisions are summarized here. 

► An auditing firm is allowed to provide nonaudit services when audit¬ 
ing a client only if the client's audit committee preapproves these ser¬ 
vices before the audit begins. This provision is intended to prevent a 
firm from requesting extra nonaudit work in an attempt to entice the 
auditor to approve its financial statements. 

► Auditing firms may not audit companies whose chief executive officer 
(CEO), chief financial officer (CFO), or other managers in similar roles 
were employed by the auditing firm in the one-year period prior to the 
audit. This provision prevents an audit by auditors who may still have 
close ties to the firm. 

► Those board members of the firm who are assigned to oversee the au¬ 
dit to ensure that it is done properly should not receive consulting or 
advising fees or other compensation from the auditing firm. This pro¬ 
vision prevents audit committee members from being paid off to ignore 
their oversight duties. 

► The CFO and other managers of the firm must hie an internal control 
report along with each annual report. The internal control report must 
explain the controls that the firm has established to ensure that its 
financial reporting is accurate. 

► The CEO and CFO must certify that the audited statements fairly rep¬ 
resent the operations and financial condition of the firm. This prevents 
them from later saying that they were unaware of accounting gim¬ 
micks that were used to inhate earnings. 

► Major hnes or prison terms are imposed on employees who mislead in¬ 
vestors or hide evidence. This provision attempts to ensure that a hrm's 
employees will be penalized for their role in distorting the accounting 
statements. 
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Decision Making 


3 

Explain how to interpret 
financial statements. 


income statement 

indicates the revenue, costs, and 
earnings of a firm over a period 
of time 

balance sheet 

reports the book value of all assets, 
liabilities, and owner's equity of a 
firm at a given point in time 


The act should result in more accurate accounting. However, it re¬ 
quires publicly traded firms to complete substantial paperwork and in¬ 
creases their reporting costs. For some firms, the cost to ensure that they 
are following the guidelines of the Sarbanes-Oxley Act will exceed $1 mil¬ 
lion per year. Consequently, some small publicly traded firms have decided 
to revert back to privately held ownership to avoid the substantial costs of 
reporting. In addition, some firms will likely continue to use creative ac¬ 
counting methods (within the guidelines) that mislead investors. There¬ 
fore, investors will still have to be cautious when making investment 
decisions based on the financial information provided by firms. 


Ensuring Accurate Financial Reporting 

S urf Clothing Company employs accountants to report the financial condition of the 
firm on a quarterly basis. Many of the high-level managers who oversee the accounting 
function receive a bonus that is tied to the company's profits. Thus, these managers might 
be tempted to pressure the accountants to either overstate Surf's revenue or understate its 
expenses so that the profits will appear higher and their bonus will be bigger.To prevent 
such behavior, Surf Clothing Company (and all other publicly traded firms) has a set of 
guidelines that it uses to ensure accurate financial reporting. Most importantly, its top exec¬ 
utives sign off on the financial statements to verify that they have seen the financial state¬ 
ments and pledge that the statements are accurate (as a result of the Sarbanes-Oxley Act). 

1. Explain how Surf Clothing Company might incur higher expenses from compensating 
its employees if its financial reporting is not properly monitored. 

2. How can Surf's internal controls ensure that its financial reporting to investors is 
accurate? 

ANSWERS: 1. The profits might be overstated; if so, Surf would have to pay higher compensation to its managers. 2. Surf's in¬ 
ternal controls can be matched to the financial reporting to ensure there are no discrepancies. 


Interpreting Financial Statements 


The most important financial statements are the income statement and the 
balance sheet. The income statement indicates the firm's revenue, costs, 
and earnings over a period of time (such as a quarter or year), and the bal¬ 
ance sheet reports the book value of all the firm's assets, liabilities, and 
owner's equity at a given point in time. 

It is possible for a firm to show high earnings on its income statement 
while being financially weak according to its balance sheet. It is also pos¬ 
sible for a firm to show low earnings or even losses on its income statement 
while being financially strong according to its balance sheet. Because the 
two statements reveal different financial characteristics, both financial 
statements must be analyzed along with other information to perform a 
complete evaluation. 

Understanding the information reported on income statements and 
balance sheets is a necessary part of financial analysis. These financial 
statements are explained briefly next. 
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net sales 

total sales adjusted for any 
discounts 

cost of goods sold 

the cost of materials used to pro¬ 
duce the goods that were sold 

gross profit 

net sales minus the cost 
of goods sold 

operating expenses 

composed of selling expenses 
and general and administrative 
expenses 

earnings before interest 
and taxes (EBIT) 

gross profit minus operating 
expenses 

earnings before taxes 

earnings before interest and taxes 
minus interest expenses 

net income (earnings 
after taxes) 

earnings before taxes minus taxes 


asset 

anything owned by a firm 

liability 

anything owed by a firm 


Income Statement 

The annual income statement for Taylor, Inc., a manufacturing firm, is pre¬ 
sented in Exhibit 15.1. The income statement items shown in Exhibit 15.1 
are disclosed in the income statements of most manufacturing firms. Net 
sales reflect the total sales adjusted for any discounts. Cost of goods sold 
is the cost of the materials used to produce the goods that were sold. For 
example, the cost of steel used to produce automobiles is part of the cost of 
goods sold for Ford Motor Company. Gross profit is equal to net sales mi¬ 
nus the cost of goods sold. Thus, gross profit measures the degree to which 
the revenue from selling products exceeded the cost of the materials used 
to produce them. 

Operating expenses are composed of selling expenses and general and 
administrative expenses. For example, the cost of labor and utilities and ad¬ 
vertising expenses at Ford Motor Company are part of operating expenses. 
Gross profit minus a firm's operating expenses equals earnings before 
interest and taxes (EBIT). Earnings before interest and taxes minus inter¬ 
est expenses equals earnings before taxes. Finally, earnings before taxes 
minus taxes equals net income (sometimes referred to as earnings after 
taxes). 

Firms commonly measure each income statement item as a percent¬ 
age of total sales, as illustrated in Exhibit 15.2 for Taylor, Inc. The exhibit 
shows how each dollar of sales is used to cover various expenses that were 
incurred to generate the sales. Notice that 80 cents of every dollar of sales 
is used to cover the cost of the goods sold, while 12.5 cents of every dollar 
of sales is needed to cover operating expenses; 2.5 cents of every dollar of 
sales is needed to cover interest expense, and 1.5 cents of every dollar 
of sales is needed to pay taxes. That leaves 3.5 cents of every dollar of sales 
as net income. This breakdown for a firm can be compared with other 
firms in the industry. Based on this information, the firm may notice that 
it is using too much of its revenue to cover the cost of goods sold (relative 
to other firms in the industry). Therefore, it may search for ways to reduce 
the cost of producing its goods. 

Balance Sheet 

Anything owned by a firm is an asset. Anything owed by a firm is a 
liability. Firms normally support a portion of their assets with funds of the 


Exhibit 15.1 

Example of Income 
Statement: Taylor, Inc. 


Net Sales 


$20,000,000 

Cost of Goods Sold 


16,000,000 

Gross Profit 


$4,000,000 

Selling Expense 

$1,500,000 


General & Administrative Expenses 

1,000,000 


Total Operating Expenses 


2,500,000 

Earnings before Interest and Taxes (EBIT) 


$1,500,000 

Interest Expense 


500,000 

Earnings before Taxes 


$1,000,000 

Income Taxes (at 30%) 


300,000 

Net Income 


$700,000 
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Exhibit 15.2 

Income Statement Items 
as a Percentage of Net Sales 
for Taylor, Inc. 


basic accounting equation 

Assets = Liabilities + Owner's 
Equity 


current assets 

assets that will be converted into 
cash within one year 


fixed assets 

assets that will be used by a firm 
for more than one year 

depreciation 

a reduction in the value of fixed 
assets to reflect deterioration in 
the assets over time 

accounts payable 

money owed by a firm for the 
purchase of materials 


Net Sales 


100.0% 

Cost of Goods Sold 


80.0% 

Gross Profit 


20.0% 

Selling Expense 

7.5% 


General & Administrative Expenses 

5.0% 


Total Operating Expenses 


12.5% 

Earnings before Interest and Taxes (EBIT) 


7.5% 

Interest Expense 


2.5% 

Earnings before Taxes 


5.0% 

Income Taxes (at 30%) 


1.5% 

Net Income 


3.5% 


owners, called "owner's equity" (also called "stockholder's equity"). The 
remaining portion is supported with borrowed funds, which creates a lia¬ 
bility. This relationship is described by the following basic accounting 
equation: 


Assets = Liabilities + Owner's Equity 

For example, consider a person who purchases a car repair shop for 
$200,000. Assume that the person uses $40,000 of savings for the purchase 
and borrows the remaining $160,000 from a local bank. The accounting 
statement for this business will show assets of $200,000, liabilities of 
$160,000, and owner's equity of $40,000. As the business acquires equip¬ 
ment and machinery, its total asset value will increase. The funds used to 
purchase more assets will be obtained through either additional borrowing 
or additional support from the owner. Any increase in assets will therefore 
be matched by an equal increase in liabilities and owner's equity. 

The balance sheet for Taylor, Inc., as of the end of the year, is shown in 
Exhibit 15.3. The assets listed on a balance sheet are separated into current 
assets and fixed assets. Current assets are assets that will be converted into 
cash within one year. They include cash, marketable securities, accounts 
receivable, and inventories. Cash typically represents checking account 
balances. Marketable securities are short-term securities that can easily be 
sold and quickly converted to cash if additional funds are needed. Mar¬ 
ketable securities earn interest for the firm until they are sold or redeemed 
at maturity. Accounts receivable reflect sales that have been made but for 
which payment has not yet been received. Inventories are composed of 
raw materials, partially completed products, and finished products that 
have not yet been sold. 

Fixed assets are assets that the firm will use for more than one year. 
They include the firm's plant and equipment. In Exhibit 15.3, depreciation 
is subtracted from plant and equipment to arrive at net fixed assets. 
Depreciation represents a reduction in the value of fixed assets to reflect 
deterioration in the assets over time. 5pecific accounting rules are used to 
measure the depreciation of fixed assets. 

Liabilities and owner's equity are also shown in Exhibit 15.3. Cur¬ 
rent (short-term) liabilities include accounts payable and notes payable. 
Accounts payable represent money owed by the firm for the purchase of 
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Exhibit 15.3 

Example of Balance Sheet 
for Taylor, Inc. 


Taylor, Inc. 

Assets 

Current Assets: 

Cash 

$200,000 

Marketable Securities 

300,000 

Accounts Receivable 

500,000 

Inventory 

1,000,000 

Total Current Assets 

$2,000,000 

Fixed Assets: 

Plant and Equipment 

$10,000,000 

Less: Accumulated Depreciation 

2,000,000 

Net Fixed Assets 

$8,000,000 

Total Assets 

$10,000,000 

Liabilities & Owner's Equity 

Current Liabilities: 

Accounts Payable 

$600,000 

Notes Payable 

400,000 

Total Current Liabilities 

$1,000,000 

Long-Term Debt 

$5,000,000 

Owner's Equity: 

Common Stock ($5 par value, 200,000 shares) 

$1,000,000 

Additional Paid-In Capital 

2,000,000 

Retained Earnings 

1,000,000 

Total Owner's Equity 

$4,000,000 

Total Liabilities and Owner's Equity 

$10,000,000 


notes payable 

short-term loans to a firm made 
by creditors such as banks 

owner's equity 

includes the par (or stated) value 
of all common stock issued, addi¬ 
tional paid-in capital, and retained 
earnings 


materials. Notes payable represent short-term loans to the firm made by 
creditors such as banks. Long-term liabilities (debt) are liabilities that will 
not be repaid within one year. These liabilities commonly include long¬ 
term loans provided by banks and the issuance of bonds. 

Owner's equity includes the par (or stated) value of all common stock 
issued, additional paid-in capital, and retained earnings. Additional paid-in 
capital represents the dollar amount received from issuing common stock 
that exceeds par value. Retained earnings represent the accumulation of 
the firm's earnings that are reinvested in the firm's assets rather than dis¬ 
tributed as dividends to shareholders. 

A firm can use its balance sheet to determine the percentage of its in¬ 
vestment in each type of asset. An example is provided in Exhibit 15.4. No¬ 
tice that 80 percent of the firm's assets are allocated to net fixed assets. 
Most manufacturing firms allocate a large portion of their funds to net 
fixed assets because these are the assets used in the production process. 

The liabilities and owner's equity can also be broken down to deter¬ 
mine where the firm is obtaining most of its financial support. Notice that 
the firm obtained 50 percent of its funds by issuing long-term debt and an¬ 
other 30 percent from issuing stock. Retained earnings made up 10 percent 
of the firm's funds. 
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Exhibit 15.4 

Breakdown of Balance Sheet 
for Taylor, Inc. 


Decision Making 


Breakdown of Assets 


Breakdown of Liabilities and 
Owner's Equity 


Net Fixed Assets 
80% 


Equity (Issuing Stock) Long-Term Debt 

30% 50% 



Marketable Accounts 

Securities Receivable 

3% 5% 


Accounts 

Payable 

6 % 


Interpreting Financial Information 
to Make Business Decisions 

T he high-level managers of Surf Clothing Company are planning to establish new cloth¬ 
ing stores, but first they want to assess the performance of two stores that they opened 
earlier this year. In general, the new stores have not performed as well as expected, so the 
managers want to detect deficiencies in those stores that could be avoided in the new 
stores. Their accountants compile financial information for each individual store that can be 
used by the high-level managers to assess the performance of these stores. Each store sells 
clothes for three different target markets: (1) children, (2) teenagers, and (3) customers in 
the 20 to 35 age range. 

The sales and cost information for the new stores shows that revenue was much 
higher than expenses for clothing targeted for teenagers and customers in the 20 to 35 
age range, but that revenue was lower than expenses for children's clothing. Based on this 
financial information, the managers of Surf Clothing decide that the new stores will not 
carry children's clothing and will instead focus on clothing only for teenagers and for cus¬ 
tomers in the 20 to 35 age range. Since the new stores will not carry children's clothing, 
they will have space to offer a wide variety of clothing for the other target markets. As a re¬ 
sult of this strategy, the managers decide that Surf's production plant should increase its 
production of clothing targeted toward teenagers and reduce its production of children's 
clothing. Thus, by relying on accounting information, Surf Clothing Company revises its 
business focus so that it can increase its performance. 

1. How could Surf Clothing Company use the accounting information to make changes in 
its existing retail stores? 

2. Explain how the accounting information used by Surf could lead to the wrong decisions 
for a new store that is established in a different city. 

ANSWERS: 1. It could change its existing stores to increase space for the clothing targeted toward teenagers and the 20 to 35 
age group, while reducing space for the children's clothing. 2. The revenue and expense information in its existing stores will 
not necessarily reflect the future results in the new stores. It is possible that children's clothing revenue could be higher in 
those new stores, especially if there are fewer stores selling children's clothes (competition) in those locations. 
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4 

Explain how to evaluate a 
firm's financial condition. 


ratio analysis 

an evaluation of the relationships 
between financial statement 
variables 


liquidity 

a firm's ability to meet short-term 
obligations 


Ratio Analysis 


A firm's financial managers can use the financial statements to assess the 
financial condition of the firm. An important part of this assessment is 
ratio analysis, an evaluation of the relationships between financial state¬ 
ment variables. Firms can assess their financial characteristics by compar¬ 
ing their financial ratios with those of other firms in the same industry. In 
this way they can determine how their financial condition differs from 
that of other firms that conduct the same type of business. 

Firms can also assess the ratios over time to determine whether finan¬ 
cial characteristics are improving or deteriorating. The industry average 
serves as a benchmark for what would be considered normal for the firm. 
Differences from the norm can be favorable or unfavorable, depending 
upon the size and direction of the difference. 

Financial ratios are commonly classified according to the characteris¬ 
tics they measure. These include the following: 

► Measures of liquidity 

► Measures of efficiency 

► Measures of financial leverage 

► Measures of profitability 

The ratios that are used to assess each of these characteristics are 
defined and discussed next. Each ratio is computed for Taylor, Inc., based 
on its financial statements in Exhibits 15.1 and 15.3. 

Measures of Liquidity 

Liquidity refers to a firm's ability to meet short-term obligations. Since 
short-term assets are commonly used to pay short-term obligations (which 
are current liabilities), most liquidity measures compare current assets 
with current liabilities. The greater the level of current assets available rel¬ 
ative to current liabilities, the greater the firm's liquidity. 

A high degree of liquidity can enhance the firm's safety, but an exces¬ 
sive degree of liquidity can reduce the firm's return. For example, holding 
an excessive amount of cash is a waste and can reduce a firm's returns. 
Firms that have excessive cash, marketable securities, accounts receivable, 
and inventories could have invested more funds in assets such as machin¬ 
ery or buildings (fixed assets) that are used for production. Firms attempt 
to maintain sufficient liquidity to be safe, but not excessive liquidity. Two 
common liquidity measures are identified next. 

Current Ratio The current ratio compares current assets with current liabil¬ 
ities in ratio form. It is defined as: 

Current Assets 

Current Ratio =-—- 

Current Liabilities 


For Taylor: 


Current Ratio = 


$ 2 , 000,000 

$1,000,000 


= 2.00 


For most manufacturing firms, the current ratio is between 1.0 and 2.0. 
For Taylor, current assets are twice the amount of its current liabilities. A 
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more detailed comparison of Taylor's liquidity and other financial ratios to 
the industry norms is conducted later in this chapter after all financial ra¬ 
tios have been discussed. 

Quick Ratio The quick ratio requires a slight adjustment in the current 
ratio. Inventory may not be easily converted into cash and therefore may 
be excluded when assessing liquidity. To get a more conservative indication 
of a firm's liquidity the quick ratio does not include inventory in the 
numerator: 


Quick Ratio 


Cash + Marketable Securities + Accounts Receivable 
Current Liabilities 


For Taylor: 


Quick Ratio 


$ 1 , 000,000 

$1,000,000 


= 1.00 


$ince the quick ratio does not include inventory in the numerator, it is 
smaller than the current ratio for any firm that has some inventory. The 
larger the firm's quick ratio, the greater its liquidity. 

Measures of Efficiency 

Efficiency ratios measure how efficiently a firm manages its assets. Two of 
the more popular efficiency ratios are described next. 

Inventory Turnover Firms prefer to generate a high level of sales with a low 
investment in inventory because fewer funds are tied up. However, very 
low levels of inventory can also be unfavorable because they can result in 
shortages, which can reduce sales. To assess the relationship between a 
firm's inventory level and sales, the inventory turnover ratio can be used: 


For Taylor: 


Inventory Turnover 


Cost of Goods $old 
Inventory 


Inventory Turnover 


$16,000,000 

$1,000,000 


- 16.00 


This ratio suggests that Taylor turns its inventory over 16 times during the 
year. The cost of goods sold is used instead of sales in the numerator to ex¬ 
clude the markup that is reflected in sales. 

The average inventory over the period of concern should be used in the 
denominator when it is available, since inventory can change substantially 
during that period. When the average inventory is not available, the year- 
end inventory is used. 

Asset Turnover Firms prefer to support a high level of sales with a relatively 
small amount of assets so that they efficiently utilize the assets they invest 
in. Firms that maintain excess assets are not investing their funds wisely. 
To measure the efficiency with which firms use their assets, the asset 
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debt-to-equity ratio 

a measure of the amount of long¬ 
term financing provided by debt 
relative to equity 


times interest earned ratio 

measures the ability of a firm to 
cover its interest payments 


turnover ratio can be calculated. It is defined and computed for Taylor as 
follows: 

Net Sales 

Asset Turnover =--- 

Total Assets 

_ $ 20 , 000,000 
~ $10,000,000 

= 2.00 

Taylor's sales during the year were two times the level of its total assets. 
Like all other financial ratios, the asset turnover should be evaluated over 
time and in comparison with the industry norm. 

Measures of Financial Leverage 

Financial leverage represents the degree to which a firm uses borrowed 
funds to finance its assets. Firms that borrow a large proportion of their 
funds have a high degree of financial leverage. This can favorably affect the 
firm's owners when the firm performs well, because the earnings gener¬ 
ated by the firm can be spread among a relatively small group of owners. 
When the firm experiences poor performance, however, a high degree of 
financial leverage is dangerous. Firms with a high degree of financial lever¬ 
age incur higher fixed financial costs (interest expenses) that must be paid 
regardless of their levels of sales. These firms are more likely to experience 
debt repayment problems and therefore are perceived as having more risk. 
Conversely, firms that obtain a larger proportion of funds from equity 
financing incur smaller debt payments and therefore have less risk. 

Although a high proportion of equity financing reduces risk, it may 
also force earnings to be widely distributed among many shareholders. 
Firms that rely heavily on equity typically have a large number of share¬ 
holders who share the firm's earnings. This may dilute the earnings that 
are distributed to each shareholder as dividends. 

Debt-to-Equity Ratio A measure of the amount of long-term financing pro¬ 
vided by debt relative to equity is called the debt-to-equity ratio. This ra¬ 
tio is defined and computed for Taylor as follows: 

Long-Term Debt 

Debt-to-Equity Ratio =- 

Owner's Equity 

_ $5,000,000 
~ $4,000,000 

= 1.25 

For Taylor, long-term debt is 1.25 times the amount of owner's equity. 

Times Interest Earned The times interest earned ratio measures a firm's abil¬ 
ity to cover its interest payments. If a firm has a low level of earnings be¬ 
fore interest and taxes (EBIT) relative to the size of its interest expense, a 
smail decrease in EBIT in the future could force the firm to default on the 
loan. Conversely, a high level of EBIT relative to the annual interest ex¬ 
pense suggests that even if next year's EBIT declines substantially, the firm 
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net profit margin 

a measure of net income as a 
percentage of sales 


return on assets (ROA) 

measures a firm's net income as a 
percentage of the total amount of 
assets utilized by the firm 


will still be able to cover the interest expense. The times interest earned ra¬ 
tio is defined and computed for Taylor as follows: 

Earnings before Interest and Taxes (EBIT) 

Times Interest Earned =- 

Annual Interest Expense 

_ $1,500,000 
$500,000 

= 3.0 

A times interest earned ratio of 3.0 indicates that Taylor's earnings before 
interest and taxes were three times its interest expense. 

Measures of Profitability 

Profitability measures indicate the performance of a firm's operations dur¬ 
ing a given period. The dollar amount of profit generated by the firm can 
be measured relative to the firm's level of sales, assets, or equity. The ratios 
that measure these relationships are discussed next. 

Net Profit Margin The net profit margin is a measure of net income as a per¬ 
centage of sales. This ratio measures the proportion of every dollar of sales 
that ultimately becomes net income. The net profit margin is computed for 
Taylor as follows: 


Net Profit Margin = 


Even with a low profit margin, firms with a high volume of sales can gen¬ 
erate a reasonable return for their shareholders. However, firms with a low 
volume of sales may need a higher profit margin to generate a reasonable 
return for their shareholders. 

Return on Assets A firm's return on assets (ROA) measures the return (net 
income) of the firm as a percentage of the total amount of assets utilized 
by the firm. It is defined and computed for Taylor as follows: 

Net Income 

Return on Assets =--- 

Total Assets 

$700,000 

~ $10,000,000 

= 7.00% 

The ROA provides a broad measure of a firm's performance. The higher 
the ROA, the more efficiently the firm utilized its assets to generate net 
income. 


Net Income 
Net $ales 

$700,000 

$ 20 , 000,000 

3.50% 
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return on equity (ROE) 

measures the return to the com¬ 
mon stockholders (net income) 
as a percentage of their invest¬ 
ment in the firm; earnings as a 
proportion of the firm's equity 


Return on Equity The return on equity (ROE) measures the return to the 
common stockholders as a percentage of their investment in the firm. Ex¬ 
isting and potential investors monitor this ratio closely because it indicates 
the recent return on the investment of the existing shareholders. The ROE 
measures the firm's performance from using the equity provided. The re¬ 
turn on equity is defined and computed for Taylor as follows: 


Net income 

Return on Equity =- 

Owner's Equity 

$700,000 
~ $4,000,000 

= 17.50% 

$tockholders prefer ROE to be very high because a high ROE indicates a 
high return relative to the size of their investment. Using high levels of 
financial leverage can increase ROE (because less equity is used), so the net 
income is distributed among fewer shareholders, but high levels of finan¬ 
cial leverage increase the hrm's exposure to risk. 

Comparison of Ratios with Those of Other Firms 

Exhibit 15.5 provides the common interpretations for ratios that deviate 
substantially from what is normal in the industry. Note, however, that 
there may be a perfectly acceptable reason why a ratio deviates from the 
norm. For example, consider a firm that has an abnormally large amount 


Exhibit 15.5 


Interpretation of Financial Ratios That Differ from the Industry Norm 


Ratios 

Common Interpretation If Ratio Is 
Significantly Lower than Normal 

Common Interpretation If Ratio Is 
Significantly Higher than Normal 

Liquidity Ratios 

Current ratio 

Insufficient liquidity 

Excessive liquidity 

Quick ratio 

Insufficient liquidity 

Excessive liquidity 

Efficiency Ratios 

Inventory turnover 

Excessive inventory 

Insufficient inventory 

Asset turnover 

Excessive level of assets relative to sales 

Insufficient assets based on existing sales 

Leverage Ratios 

Debt-to-equity ratio 

Low level of long-term debt 

Excessive long-term debt 

Times interest earned 

Potential cash flow problems because 
required interest payments are high relative 
to the earnings available to pay interest 

The firm can easily make its debt 
payments. 

Profitability Ratios 

Net profit margin 

Expenses are high relative to sales. 

Expenses are low relative to sales. 

Return on assets 

Net income is low relative to the amount 
of assets maintained by the firm. 

Net income is high relative to the 
amount of assets maintained by the firm. 

Return on equity 

Net income is low relative to the amount 
of equity invested in the firm. 

Net income is high relative to the 
amount of equity invested in the firm. 
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Exhibit 15.6 

Evaluation ofTaylor, Inc., 
Based on Ratio Analysis 


Ratio 

Calculation 

Ratio for 
Taylor 

Average for 
Industry 

Evaluation of 
Taylor Based 
on the Ratio 

Liquidity 

Current 

Current Assets 

2.00 

1.60 

Too high 

Current Liabilities 

^ . . Cash + Marketable Securities + Accts. Receivable - 

Quick -1.00 

Current Liabilities 

0.90 

Too high 

Efficiency 

Inventory 

Cost of Goods Sold 

16.00 

16.22 

OK, unless 

Turnover 

Inventory 



shortages are 
occurring 

AssetTurnover 

Net Sales 

Total Assets 

2.00 

4.11 

Too low 

Financial Leverage 

Debt-to-Equity 

Ratio 

Long-Term Debt 

Owner's Equity 

1.25 

0.60 

Too high 

Times Interest Earnings before Interest and Taxes 
Earned Annual Interest Expense 

3.0 

7.4 

Too low 

Profitability 

Net Profit Margin 

Net Income 

Net Sales 

3.5% 

4.00% 

Too low 

Return on Assets 

Net Income 

Total Assets 

7.00% 

16.44% 

Too low 

Return on Equity 

Net Income 

Owner's Equity 

17.50% 

26.30% 

Too low 


of cash according to a comparison with the industry average. Common 
stockholders may interpret this as evidence of inefficient use of assets. 
However, further investigation may reveal that the hrm has built up its 
cash because it plans to purchase machinery in the near future. Financial 
analysis based on an assessment of financial ratios does not necessarily lead 
to immediate conclusions, but it does lead to questions about a hrm that 
deserve further investigation. 

Exhibit 15.6 provides a general summary of the financial ratios com¬ 
monly used for ratio analysis. Comparing a firm's ratios with an industry 
average can help identify the firm's strengths and weaknesses. Columns 1 
and 2 of Exhibit 15.6 identify and define the financial ratios presented in 
this chapter. Column 3 lists Taylor's ratios, and the industry averages are 
provided in column 4. Column 5 uses the information in columns 3 and 4 
to provide an evaluation of Taylor's ratios relative to those of the industry 
average. 

In terms of liquidity, Taylor's current and quick ratios are above the in¬ 
dustry average. This suggests that although Taylor probably has sufficient 
liquidity, it may have an excessive amount of current assets. 

Taylor's inventory turnover ratio is similar to the industry average. This 
suggests that Taylor maintains the normal amount of inventory. 

Taylor's asset turnover ratio is below the industry average. This suggests 
that Taylor is not using all of its assets efficiently. That is, it has an excessive 
investment in assets, given the level of sales. Taylor might consider either 
taking steps to increase sales (which would force more production from its 
assets) or selling some of its assets. 
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Effect of Exchange Rate Movements on Earnings 


A U.S. firm that has subsidiaries (including offices and fac¬ 
tories) in foreign countries typically generates earnings 
in the local currencies of the countries where those sub¬ 
sidiaries are located. Any firm with foreign subsidiaries must 
consolidate the financial data from all subsidiaries when 
preparing its financial statements. Because of the consolida¬ 
tion process, changes in exchange rates can have an impact 
on the firm's reported earnings, as illustrated next. 

Consider a U.S. firm that has a subsidiary in the United 
Kingdom that generated £10 million in earnings last year. 
Also assume that the firm's U.S. operations generated 
$12 million in earnings. The firm must consolidate the 
£10 million with the $12 million when preparing its income 
statement. The £10 million cannot simply be added to the 
$12 million because the British and U.S. currencies have dif¬ 
ferent values. Therefore, the British earnings must be "trans¬ 
lated" by determining the dollar amount of those earnings. 
The average exchange rate of the currency of concern over 
the period in which income was generated is used to trans¬ 
late the foreign earnings. For example, if the average ex¬ 
change rate of the British pound during the last year was 
$2.00, the British earnings would be converted into $20 mil¬ 
lion (computed as £10 million X $2.00 per pound). In this 
case, the firm would report total earnings of $32 million 
(computed as $20 million translated from the British sub¬ 
sidiary plus the $12 million of earnings generated in the 
United States). 


To recognize how the firm's reported earnings are 
affected by the exchange rate, assume that the average 
exchange rate during the last year was $1.70 per pound in¬ 
stead of $2.00 per pound. Based on this assumption, the 
British earnings are translated into $17 million (£10 million 
X $1.70 per pound). Thus, the British earnings are translated 
into a smaller amount of dollar earnings. The firm's consoli¬ 
dated earnings in this example are $29 million (computed 
as $17 million from the British operations plus $12 million 
from the U.S. operations), which is $3 million less than in the 
first example. This illustrates how the reported amount of 
earnings is affected by the average exchange rate over the 
period of concern. 

If the foreign currency has a high value over the period 
of concern, the foreign earnings will be translated into a 
higher amount of dollar earnings reported on the income 
statement. Many U.S. firms with foreign subsidiaries may re¬ 
port unusually high earnings when the values of foreign 
currencies are high in that period (when the dollar is weak). 
Under these conditions, the foreign earnings are translated 
into a large amount of dollar earnings on the income state¬ 
ment. If the values of foreign currencies decline over a 
particular year (when the dollar strengthens), the foreign 
earnings will translate into a smaller amount of dollar earn¬ 
ings, which will reduce the level of consolidated earnings 
reported on the firm's income statement. 


With regard to financial leverage, the debt-to-equity ratio is higher 
than the industry average. This suggests that Taylor has a relatively high 
proportion of long-term financing provided by debt relative to equity. The 
times interest earned ratio for Taylor is lower than the industry norm. 
Other firms of the same size and in the same industry have lower interest 
expenses (because they use a lower proportion of debt financing). Since 
Taylor already has a relatively high proportion of debt, it may be less able 
to borrow additional funds. 

Regarding profitability, Taylor's net profit margin is lower than the in¬ 
dustry norm, which suggests that Taylor is not generating adequate net in¬ 
come based on its level of sales. Also, its return on assets is too low, which 
is partially attributed to its inefficient use of assets. Since Taylor is not us¬ 
ing its assets efficiently to generate sufficient sales, it cannot generate a suf¬ 
ficient amount of net income. 

Taylor's ROE is too low, which means that it is not generating an ade¬ 
quate net income, given the size of the equity investment in the firm. If 
Taylor could more efficiently utilize its assets, it could increase its net in¬ 
come and therefore increase its ROE. 
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Exhibit 15.7 

Example of How 
Management, Marketing, 
and Finance Deficiencies 
Can Be Detected with 
Ratio Analysis 

Marketing Decisions 

Since Taylor's asset turnover ratio is low, it should either eliminate those assets that are 
not efficiently utilized or maintain its assets but produce and sell a higher volume of 
products. If it decides to maintain its assets and increase production, it will need effec¬ 
tive marketing strategies to sell the extra amount of products produced. Thus, proper 
marketing strategies may helpTaylor to improve its asset turnover ratio. 

Finance Decisions 

Taylor's debt-to-equity ratio is higher than the norm, which reflects its high degree of 
financial leverage. Its high proportion of debt financing may make it difficult for Taylor to 
cover its interest payments. Taylor may use more equity financing in the future, but this 
will reduce its return on equity. Given its poor utilization of assets, Taylor might 
consider selling some of its assets and using the proceeds to reduce its debt level. This 
would allow for a more acceptable degree of financial leverage. 


Management Decisions 

One of a firm's relevant management decisions is the production process used to pro¬ 
duce products. An efficient production process can result in a relatively higher amount 
of production and sales with a given level of assets. The asset turnover ratio is an indica¬ 
tor of the efficiency of production because it measures the level of sales generated with 
a given level of assets. Taylor has a low asset turnover ratio, implying an inefficient use 
of assets. 


Exhibit 15.7 illustrates how the financial analysis identifies different 
business functions that may need improvement. Taylor's management, 
marketing, and finance functions may need to be reassessed to improve its 
performance. In general, management strategies may be revised to im¬ 
prove production efficiency, marketing strategies may be revised to in¬ 
crease sales, and bnancing strategies may be revised to establish a more 
appropriate degree of bnancial leverage. 

Limitations of Ratio Analysis 

Ratio analysis is useful for detecting a brm's strengths and weaknesses. 
Nevertheless, it has some limitations, which can result in misleading con¬ 
clusions. The major limitations of ratio analysis are as follows: 

1. Comparing some firms with an industry average can be difficult be¬ 
cause the firms operate in more than one industry. Consider a firm that 
produces gas grills, machinery, and aluminum panels. The brm's ratios 
may deviate from a specibc industry norm as a result of the character¬ 
istics of the other industries in which the brm operates. Also, the in¬ 
dustry used as a benchmark for comparison may include brms that are 
involved in a variety of other businesses. This distorts the average ra¬ 
tios for the industry. 

2. Accounting practices vary among brms. A brm's bnancial ratios can 
deviate from the norm because of differences in accounting methods 
rather than differences in operations. For example, one brm may have 
used an accounting method that inbates its revenue or defers the re¬ 
porting of some expenses until the following quarter. Consequently, 
this quarter's earnings will be inbated, and ratios such as ROA or ROE 
will be inbated. The brm's performance is essentially exaggerated in 
the quarter because of the accounting method used. Investors may 
overvalue a brm when its reported earnings are inbated. 

3. Firms with seasonal swings in sales may show large deviations from the 
norm at certain times but not at others. Normally, however, the sea¬ 
sonal swings should not distort annual bnancial statements. 
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Decision Making 


College Health 



Sources of Information for Ratio Analysis 

To help perform ratio analysis, industry data can be obtained from a vari¬ 
ety of sources. The following are two of the more common sources: 

► Robert Morris Associates The booklet Annual Statement Studies, published 
by Robert Morris Associates, provides bnancial ratios for many differ¬ 
ent industries. Ratios for brms of various sizes are included so that a 
firm's ratios can be compared with those of similar-sized brms in the 
same industry. 

► Dun and Bradstreet Dun and Bradstreet provides bnancial ratios for in¬ 
dustries and for groups of brms within industries classibed by size. 


Using Ratio Analysis for Business Decisions 

S urf Clothing Company attempts to monitor its performance and financial condition so 
that it can detect any deficiencies in its business. Various managers at Surf rely on finan¬ 
cial statements created by its accountants to make business decisions: 

► Financial managers measure liquidity ratios to determine whether Surf has sufficient 
funds to cover upcoming bills. 

► Managers in the production department measure efficiency ratios to determine 
whether the inventory level is excessive and whether Surf's sales are sufficient, given 
the size of its business. 

► Financial managers measure financial leverage ratios to determine whether Surf can 
afford to cover its future debt payments. 

► Financial managers measure profitability ratios to determine Surf's recent profitability. 

1. Explain how Surf's ratio analysis may affect its decision regarding how much to pro¬ 
duce in the future. 

2. Explain how Surf's ratio analysis may affect its marketing decisions. 

ANSWERS: 1. Surf can use ratio analysis to determine its inventory, which will influence its decision regarding how much to 
produce in the future. 2. Surf can use ratio analysis to determine its inventory, which will influence its decision regarding 
how much advertising will be needed to sell the inventory or whether it should lower prices in order to sell its inventory. 


Club: Financial Condition of CHC 

Sue Kramer is conducting a financial analysis of College Health Club (CHC). Her analysis 
raises two concerns. First, her expenses may exceed her income for several months, which 
will result in a loss (negative profits) over that period. Sue realizes, however, that as CHC's 
memberships increase, its revenue will increase. In addition, many of CHC's expenses are 
fixed and should not change significantly. Thus, CHC's revenue should exceed its expenses 
once the memberships increase. 

Sue is also concerned that CHC's financial leverage (based on the debt-to-equity ratio) 
is high. Since Sue is investing $20,000 of her own money (equity) and is borrowing an addi¬ 
tional $40,000 (debt), CHC's initial debt-to-equity ratio is 2.0, indicating that its debt is 
twice its equity. Since Sue plans to reinvest any profits back into the business, CHC's equity 
will increase over time as profits accumulate. By increasing the equity over time without 
borrowing additional funds, she will be able to reduce CHC's degree of financial leverage. 

Overall, Sue's financial analysis helps her realize that her concerns about CHC's 
profitability and its financial leverage should be alleviated overtime. If CHC's memberships 
increase as expected, its profitability and financial leverage ratios will improve. 
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Summary 


D A firm's financial condition is 
important to financial managers, to 
the firm's creditors, and to investors. 
Financial managers evaluate the 
firm to detect weaknesses that can 
be corrected and strengths that 
can be exploited. Creditors evaluate 
the firm with a view toward deter¬ 
mining its creditworthiness, and 
investors evaluate the firm's perfor¬ 
mance to determine whether they 
should buy or sell the firm's stock. 

A firm's existing shareholders 
and other investors use financial 
statements to make investment deci¬ 
sions. Most existing shareholders of 
a publicly owned firm are not em¬ 
ployees of the firm. They simply in¬ 
vested in the firm's stock in an effort 
to earn a high return on their in¬ 
vestment. They rely on financial 
statements to serve as an indicator of 
the firm's recent and future perfor¬ 
mance. Thus, they may decide 
whether to sell the stock they are 
holding based on a review of the 
firm's financial statements. 

When investors consider buying 
a stock, they may rely on financial 
statements to determine the firm's 
financial condition. Based on a re¬ 
view of the firm's financial state¬ 
ments, they derive an estimate of 
the firm's stock price. If the existing 
market price of the firm's stock is be¬ 
low the value that they derive from 
the financial statements, they may 
conclude that the stock is currently 


undervalued by the market, which 
may encourage them to buy the 
stock. 

^3 Firms are responsible for re¬ 
porting accurate financial informa¬ 
tion to their existing shareholders, 
prospective investors, and creditors. 
Unfortunately, managers are some¬ 
times tempted to exaggerate their 
firm's financial performance by dis¬ 
torting its financial statements. This 
may result in a strong demand for 
the stock, which drives the price 
higher. Once the price increases, 
some managers who own some of 
the stock may sell their stock before 
other investors recognize the firm's 
true financial condition. Under the 
Sarbanes-Oxley Act (SOX), any 
managers or auditors who were re¬ 
sponsible for a firm's misleading 
financial statements are subject to 
more severe penalties. The act was 
intended to protect the interests of 
investors who may make investment 
decisions based on information dis¬ 
closed in financial statements. 

^3 The key financial statements 
necessary to perform a thorough 
evaluation are the income statement 
and balance sheet. The income state¬ 
ment reports costs, revenue, and 
earnings over a specified period. The 
balance sheet reports the book value 
of assets, liabilities, and owner's 
equity at a given point in time. 


Most financial ratios help eval¬ 
uate one of four characteristics: li¬ 
quidity, efficiency, financial leverage, 
and profitability. The liquidity ratios 
measure a firm's ability to meet its 
short-term obligations. Efficiency ra¬ 
tios measure how efficiently a firm 
utilizes its assets. Financial leverage 
ratios measure the firm's relative 
use of debt financing versus equity 
financing and indicate the firm's 
ability to repay its debt. Profitability 
ratios measure the firm's net income 
relative to various size levels. In eval¬ 
uating a firm's financial ratios, it 
is useful to compare them with an 
industry norm. This approach can 
help detect any deficiencies that ex¬ 
ist so that corrective action can be 
taken. Furthermore, it provides use¬ 
ful input for implementing new 
policies. 

How the Chapter Concepts 
Affect Business 
Performance 

A firm's managers use accounting 
and financial analysis to make deci¬ 
sions. These functions provide infor¬ 
mation that is needed to identify 
existing deficiencies that need to be 
corrected and to assess the potential 
benefits of proposed business ideas. 
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Financial 

Function 


Interpret 

financial 

statements 



Ensure accuracy 
of financial 
statements 




Decision 





Monitor existing 
operations, and 
detect deficiencies 





that need to be 



corrected. 


Use financial 
information to make 
business decisions, 
including whether 
to expand, how to 
expand, and how 
to finance the 
expansion. 



Business 

performance 


Key Terms 

accounting 568 

depreciation 577 

net income 576 

accounts payable 577 

earnings before interest 

net profit margin 583 

asset 576 

and taxes (EBIT) 576 

net sales 576 

auditing 571 

earnings before taxes 576 

notes payable 578 

balance sheet 575 

financial accounting 568 

operating expenses 576 

basic accounting equation 577 

fixed assets 577 

owner's equity 578 

bookkeeping 568 

gross profit 576 

public accountants 568 

certified public accountants 

income statement 575 

ratio analysis 580 

(CPAs) 568 

internal auditors 571 

return on assets (ROA) 583 

cost of goods sold 576 

liability 576 

return on equity (ROE) 584 

current assets 577 

liquidity 580 

times interest earned ratio 582 

debt-to-equity ratio 582 

managerial accounting 570 


Review & Critical Thinking Questions 


1. What is accounting? Why is ac¬ 
counting important for a firm? 

2. List the parties that would be 
interested in a firm's financial 
condition. How would each use 
financial information about the 
firm? 

3. What is a public accountant? 
What is an important job of pub¬ 
lic accountants? 


4. What is the difference between 
a balance sheet and an income 
statement? 

5. What is the difference between 
current assets and fixed assets? 
Provide examples of each type of 
asset. 

6. Discuss how assets can be 
financed by a firm. 


7. Why is responsible financial re¬ 
porting important? 

8. What role does a firm's board of 
directors play in ensuring proper 
financial reporting? If board 
members are being compensated 
with shares of the firm's stock, 
how could they be forced to act 
in the long-term interests of the 
company? 
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9. Discuss the pros and cons of 
financial leverage for a firm. 

10. Why is profitability relevant for 
a firm? How can profitability be 
measured? 

11. What are the limitations of ratio 
analysis? 

12. Discuss the effect of exchange 
rates on the earnings of a foreign 
subsidiary whose parent corpo¬ 
ration is located in the United 
States. 


13. Why do firms have to follow 
GAAP, SEC regulations, and IRS 
regulations when they report 
financial information? 

14. Why do publicly owned firms 
have to hire public accountants 
when reporting their financial 
statements? 

15. How did the Sarbanes-Oxley Act 
of 2002 affect auditors' relation¬ 
ships with the firms they audit? 

16. What kinds of disincentives does 


the Sarbanes-Oxley Act impose 
to discourage managers from 
falsifying financial statements? 

17. What is the difference between 
assets and liabilities? 

18. Why do manufacturing firms 
hold relatively little cash com¬ 
pared to net fixed assets? 

19. What is meant by "responsible" 
financial reporting? 


Discussion Questions 


1. Discuss the concept of short¬ 
term financing for short-term 
assets and long-term financing 
for long-term assets. 

2. How can a firm use the Internet 
to provide information about its 
financial performance? 

3. Indicate the ratio that measures 
each of the following and classify 
it as a measure of liquidity, 
efficiency, financial leverage, 

or profitability: (a) the return 
of profits to owners, (b) the 
amount of debt financing rela¬ 
tive to the owner's investment, 
and (c) the ratio of the firm's 
short-term assets to its short¬ 
term liabilities. 

4. Discuss the difference between 
gross profit and earnings before 
interest and taxes. 


5. Assume that you are planning to 
invest in a corporation. Before 
you do this, however, you would 
like to examine its financial state¬ 
ments. Which statements would 
you want to review and why? 

6. You are ready to invest in a 
company, primarily because its 
financial statements have re¬ 
cently been audited by a repu¬ 
table accounting firm. Those 
statements show that the com¬ 
pany had a very strong financial 
performance recently. Why 
might you conduct some addi¬ 
tional research before investing 
in this firm? 

7. Why is financial reporting im¬ 
portant for firms? What impact 
might financial reporting have 
on a firm's stock price? 


8. Describe the Sarbanes-Oxley Act 
of 2002. How did it affect audi¬ 
tors and managers of publicly 
owned firms? 

9. Explain the basic accounting 
equation. What does each com¬ 
ponent represent? What is 
owner's equity? 

10. Describe the interaction between 
(a) auditors, (b) managers, and 
(c) the board of directors in 
ensuring accurate financial 
reporting. 


It’s Your Decision: Financial Management at CHC 



1. Explain why the current ratio is important to CHC. 

2. Explain how CHC's financial leverage can be measured. If the leverage is too high, what 
is the danger to CHC? 

3. Explain how Sue Kramer can monitor CHC's performance by comparing its net income 
to the amount of equity invested in CHC. 


4. If Sue decides to expand CHC's existing facilities, explain why its earnings may be lower 
initially. 


5. A health club differs from manufacturing firms in that it produces a service rather than 
products. Manufacturing firms tend to require more machinery than service firms. 
Explain why manufacturing firms may need more financing than service firms. 
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Investing in a Business 


Using the annual report of the firm in which you would 
like to invest, complete the following: 

Review the income statement and balance sheet in 
the firm's annual report. Determine the return on 
equity that the firm generated last year for its in¬ 
vestors. Do you believe that this return is satisfac¬ 
tory? What was the firm's return on equity in the 
previous year? Did the firm's performance improve 
last year? 

Q Use the balance sheet to determine the firm's li¬ 
quidity ratio as of the end of last year. Interpret 
that ratio. 

Q Use the balance sheet to determine the firm's debt- 
to-equity ratio. Interpret that ratio. 


Q Explain how the business uses technology to publi¬ 
cize its financial performance. For example, does it 
use the Internet to provide information about its 
financial performance? Does it provide information 
regarding the methods used to assess its financial 
performance and to improve it in the future? 

Q Go to http://hoovers.com and locate the NEWS 
SEARCH. Type in the name of the firm in the 
space provided, and review the recent news stories 
about the firm. Summarize any (at least one) re¬ 
cent news story about the firm that applies to one 
or more of the key concepts in this chapter. 


Case: Using an Accounting System 


Sue Williams is an artist who creates drawings that are 
purchased by individuals. She displays her drawings at 
various art fairs, where she has obtained many orders. 
She has also received many referrals from her previous 
customers, and her business continues to grow. Sue 
maintains her own financial records, which include a 
separate checking account for the business and two 
notebooks. 

In one notebook. Sue records her sales. When she 
sells a drawing to a customer. Sue records the date, 
amount, customer name, and a brief description of the 
drawing. 

In the second notebook. Sue enters similar informa¬ 
tion for each purchase of art supplies that she makes. 
She is planning to meet with her accountant and is not 
sure if she has all the accounting data regarding the 
transactions of her business. 


Questions 

Q If Sue wants to assess her firm's performance, 
what type of firms should she use for purposes 
of comparison? 

Q Explain how the two notebooks that Sue uses 
could be used to develop an income statement. 

Q Sue notices that her asset turnover is low. Interpret 
this situation. 

Q How will a low asset turnover ratio affect the 
profits at Sue's firm? 

Q Considering this is a sole proprietorship without 
shareholders, do you think responsible financial 
reporting still applies to Sue's business? Why or 
why not? 


Video Case: Reporting Information at Archway 


Archway Cookies, a leading cookie producer, was 
founded in 1936. Archway's managers had difficulty 
obtaining cost information quickly because its business 
information systems were not integrated. Archway now 
employs a very sophisticated business information sys¬ 
tem that allows it to integrate its information packages 
and avoid manual recording of information. Archway's 
managers recognize the importance of timely and accu¬ 
rate information when making decisions. Higher-level 
executives need to have general information in a sum¬ 


mary format and also need to be able to screen large 
amounts of data to identify exceptions to normal opera¬ 
tions. Archway's managers are now able to estimate the 
costs of specific operations. The managers anticipate that 
the new information system will generate great operat¬ 
ing cost savings for the firm. Nevertheless, the managers 
understand that implementing the new system will 
present challenges; in particular, employees will have to 
learn how to use the integrated information system. 
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Questions 

Q Why was Archway's management concerned about 
its old information system? 

Q What kinds of problems was Archway having with 
coordinating information? 


Q Why do Archway's higher-level managers need a 
global, summarized set of information rather than 
specific details about the company's production 
and stores? 

Q What kinds of problems may Archway encounter 
as it implements the new information system? 


Internet Applications 


1. http://www.aicpa.org/index.htm 

Click on "About AICPA." What is this organization? 
What kinds of information regarding accounting can be 
found at this website? Click on "AICPA Antifraud & 
Corporate Responsibility Resource Center." What are 
some ways to detect and prevent accounting fraud? 

2. http://www.sec.gov 

What organization does this website belong to? What is 
the SEC? Click on "Corporation Finance" and then on 


"Statements Made by CEOs and CFOs." Which CEOs 
certified their financial statements on time? Which 
CEOs were late in certifying their financial statements? 

3. http://www.sci-corp.com 

Enter the Service Corporation International website. 
What kinds of information for investors are available at 
the website? Click on "Investors" and then on "Annual 
Report." What kinds of information are reported in 
the Annual Report? 


Dell's Secret to Success 


POLL 


Go to http://www.reportgallery.com and review Dell's 
most recent annual report. Also, go to Dell's website 
(http://www.dell.com) and in the section "about Dell," 
review the background material about Dell that relates 
to this chapter. 

Questions 

Q Based on Dell's focus, what items on the income 
statement would Dell closely monitor to ensure 
that it was achieving its goals? 


| What balance sheet items would be very important 
to Dell? 

Q Review Dell's comments on its website about its 
financial reporting. Notice how it emphasizes the 
integrity of its reporting process and how it imple¬ 
ments systems, controls, and processes so that it 
can summarize timely and accurate information. 
Why do you think that Dell emphasizes its in¬ 
tegrity when discussing financial reporting? 
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True or False 

1. Accounting is the summary and analysis of a firm's 
financial condition. 

2. Financial accounting is primarily used to help 
managers make decisions. 

3. Bookkeeping is the recording of a firm's financial 
transactions. 

4. An accountant working for Microsoft, a publicly 
owned corporation, is an example of a public 
accountant. 

5. The two primary financial statements for a firm are 
the balance sheet and the bookkeeping statement. 

6. Inventory and accounts receivables are shown as 
fixed assets on a firm's financial statements. 

7. A balance sheet reports the book value of a firm's 
assets, liabilities, and owner's equity. 

8. Firms are encouraged to design their financial ac¬ 
counting reports to best satisfy their managers' 
need for information. 

9. Independent auditors are sometimes tempted to 
certify questionable financial reports because the 
auditors usually sit on the board of directors of 
the firm. 

10. The debt-to-equity ratio measures the liquidity of 
a firm. 

11. Financial leverage represents the degree to which a 
firm uses borrowed funds to finance its assets. 


Multiple Choice 

12. Publicly owned firms are required to periodically 
report their financial condition for existing or 
potential: 

a) suppliers. 

b) customers. 

c) employees. 

d) shareholders. 

e) unions. 

13. The type of accounting performed for reporting 
purposes is referred to as: 

a) ratio analysis. 

b) financial accounting. 

c) managerial accounting. 

d) cost accounting. 

e) payroll accounting. 

14. Which of the following groups are primarily 
concerned with the risk of default on a loan? 

a) owners 

b) certified public accountants 

c) creditors 

d) auditors 

e) stockholders 

15. Firms use financial information developed by 
accountants to: 

a) support financial data. 

b) analyze job descriptions. 

c) support decisions. 

d) prepare job specifications. 

e) analyze working conditions. 
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16. Individuals who provide accounting services to 
a variety of firms for a fee are: 

a) master accountants. 

b) managerial accountants. 

c) internal auditors. 

d) corporate controllers. 

e) public accountants. 

17. The type of accounting performed to provide infor¬ 
mation to help managers of the firm make deci¬ 
sions is referred to as: 

a) certified public accounting. 

b) external auditing. 

c) public accounting. 

d) government accounting. 

e) managerial accounting. 

18. Which of the following financial statements 
summarizes a firm's revenues, costs, and earnings 
for a specific period of time? 

a) balance sheet. 

b) income statement. 

c) cash budget. 

d) retained earnings statement. 

e) sources and uses of funds statement. 

19. The statement that reports the book value of all as¬ 
sets, liabilities, and owner's equity of firms at a given 
point in time is the: 

a) income statement. 

b) cash budget. 

c) profit and loss statement. 

d) revenue statement. 

e) balance sheet. 

20. A firm's operating expenses are subtracted from 
gross profit to determine its: 

a) net sales. 

b) cost of goods sold. 

c) profit or loss. 

d) balance sheet. 

e) earnings before interest and taxes (EBIT). 


21. The value of materials used in the production 
of goods that are then sold is called: 

a) net sales. 

b) cost of goods sold. 

c) sales return and allowances. 

d) gross profit. 

e) net income. 

22. Which of the following represents funds provided 
by the owners of a business? 

a) revenue. 

b) cost of goods sold. 

c) gross profit. 

d) net income. 

e) owner's equity. 

23. The firm's assets are financed with its: 

a) cost of goods sold. 

b) earnings before interest and taxes. 

c) liabilities and owner's equity. 

d) plant and equipment. 

e) net sales. 

24. If a firm has $1,000 in assets and $300 in liabilities, 
the owner's equity must be: 

a) $700. 

b) $333. 

c) $1,300. 

d) $3,000. 

e) $0.30. 

25. Assets that will be converted into cash within one 
year are: 

a) fixed assets. 

b) current assets. 

c) plant and equipment. 

d) owner's equity. 

e) liabilities. 
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26. A reduction in the value of the assets to reflect 
deterioration in assets over time is: 

a) cost of goods sold. 

b) gross profit. 

c) sales revenue. 

d) depreciation. 

e) owner's equity. 

27. In order to encourage board members to enforce 
proper financial disclosures: 

a) all board members should be certified public 
accountants or financial analysts. 

b) all board members should be outside members. 

c) board members should not be allowed to own 
the firm's stock. 

d) all board members should be officers of the 
corporation. 

e) board members should not be able to sell the 
firm's stock while serving on the board. 

28. An evaluation of the relationship between financial 
statement variables is called: 

a) ratio analysis. 

b) asset turnover. 

c) cost of goods sold. 

d) operating expenses. 

e) gross profit. 

29. All of the following are characteristics commonly 
used to classify financial ratios except for: 

a) revenue. 

b) liquidity. 

c) efficiency. 

d) leverage. 

e) profitability. 


30. Which of the following categories of financial ratios 
measures how well management uses its assets to 
generate sales? 

a) liquidity. 

b) profitability. 

c) efficiency. 

d) financial leverage. 

e) sales leverage. 

31. Long-term borrowing undertaken by a firm can be 
assessed through: 

a) liquidity ratios. 

b) profitability ratios. 

c) current ratios. 

d) efficiency ratios. 

e) leverage ratios. 

32. A ratio that measures net income as a percentage 
ofsalesisthe: 

a) net profit margin. 

b) leverage ratio. 

c) liquidity ratio. 

d) activity ratio. 

e) asset turnover. 

33. A ratio that measures the firm's dollar amount of 
profit relative to sales, assets, or equity is a(n): 

a) current ratio. 

b) liquidity ratio. 

c) profitability ratio. 

d) activity ratio. 

e) leverage ratio. 

34. All of the following are limitations of ratio analysis 
except: 

a) the identification of a comparable firm. 

b) the firm operates in more than one industry. 

c) accounting practices may vary between firms. 

d) firms are too much alike. 

e) firms may have large seasonal swings in sales. 
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35. Any firm with foreign subsidiaries must consolidate 
the financial data from all subsidiaries when 
preparing its: 

a) mission statement. 

b) foreign exchange. 

c) balance of payment. 

d) financial statements. 

e) domestic policy. 


36. A U.S. firm will report the earnings of its foreign 
subsidiaries in: 

a) the currencies of the countries where the sub¬ 
sidiaries exist. 

b) U.S. dollars. 

c) units of the product sold. 

d) the consolidated balance sheet of the firm. 

e) the annual liquidity report. 



The Learning Goals 
of this chapter are to: 

Identify the common methods 
of debt financing for firms. 


Identify the common methods 
of equity financing for firms. 

Explain how firms issue securities 
to obtain funds. 


Explain how firms may obtain financing 
through suppliers or leasing. 

Describe how firms determine the 
composition of their financing. 


Describe the remedies for firms that 
are unable to repay their debts. 


Chapter 

16 


The performance of Rock-On 
Company is dependent on whether 
it can obtain funds to support its 
expansion, and the cost of the funds 
that it obtains. 
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hinancing 


Firms obtain capital (long-term 
funds) in the form of debt or eq¬ 
uity. With debt financing, the firm 
borrows funds. With equity financ¬ 
ing, the firm receives investment 
from owners (by issuing stock or 
retaining earnings). The manner in 
which a firm decides to finance its 
business can affect its financing 
costs and thus can affect its value. 
Consider the situation of the Rock- 
On Company, which produces mu¬ 
sical instruments and is planning 
to expand. Before undertaking the 
expansion, Rock-On Company will 
address the following questions: 

► What are some common 
methods of debt financing 
that it could use to finance its 
expansion? 


► What are some common 
methods of equity financing 
that it could use to finance its 
expansion? 

► How could it issue securities to 
obtain funds? 

► Should it lease its facilities to 
avoid borrowing money? 

► What is the optimal composi¬ 
tion of the financing for its 
expansion? 

The debt-financing decisions af¬ 
fect the firm's interest expenses. 
Equity financing decisions deter¬ 
mine the number of owners and 
therefore determine how the earn¬ 


ings will be spread among owners. 
The decision to issue securities will 
affect the amount of funds that a 
business can attract and therefore 
the degree to which it can grow. 
The decision about the composi¬ 
tion of financing will affect the 
firm's financing costs and its de¬ 
gree of risk. 

The types of decisions described 
here are necessary for all busi¬ 
nesses. This chapter explains how 
Rock-On Company or any other 
firm can make financing decisions 
in a manner that maximizes its 
value. 



1 1 


Identify the common 
methods of debt 
financing for firms. 


debt financing 

the act of borrowing funds 


Methods of Debt Financing 


Businesses commonly rely on debt financing as a means of funding busi¬ 
ness operations. Most businesses rely on debt financing to some degree at 
most stages of their life. The disadvantage of debt financing, however, is 
that interest must be paid on the loan. An interest payment on a loan is like 
any other expense. The higher the interest paid in a given month, the 
higher are the firm's expenses, and the lower are its profits. Thus, it is im¬ 
portant for a firm to rely on debt financing only to the degree that it is nec¬ 
essary. In addition, the firm should understand the various sources of debt 
financing so that it can obtain funding at the lowest possible interest rate. 
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capital 

long-term funds 


When a business is first established, its owners may rely on their sav¬ 
ings to finance the operations. They may borrow from family members or 
friends or from a credit card. Or they may allow family members or friends 
to become part-owners by investing in the brm as a form of equity. At 
some point, though, the business will likely need more funding than can 
be provided by family members or friends. It may need funds to invest in 
assets. 

Firms borrow funds to invest in assets such as buildings, machinery, 
and equipment. Those firms that invest in more assets typically need to 
borrow more funds. Service firms spend more money on employees and 
less on machinery and factories. Thus, they may not need to borrow as 
much because they do not have to purchase machinery for production 
purposes. In contrast, industrial firms tend to have large investments in as¬ 
sets such as buildings and machinery and therefore need to obtain more 
capital. The common methods of debt financing are described next. 

Borrowing from Financial Institutions 

Firms commonly attempt to obtain financing from financial institutions 
such as commercial banks, savings institutions, and finance companies 
(the different financial institutions will be discussed in more detail later 
in the chapter). Commercial banks are the biggest lenders to businesses. 
They are known for their low loan rates and their useful advice to busi¬ 
nesses that borrow from them. Before a commercial bank will provide 
a loan, however, it will want to be certain that the business is capable 
of generating enough cash each month to cover its loan payments. There¬ 
fore, when a firm applies for a loan, it must present a detailed financial 
plan that includes specific projections of future revenue and expenses. The 
plan should demonstrate how the firm will generate sufficient revenue 
over time to repay the loan. Newly established businesses may not be able 
to obtain a commercial loan because they do not have a business history 
to demonstrate that they will have sufficient cash to make monthly loan 
payments. 

Because many loans are for three years or longer, lenders assess the 
creditworthiness of a brm according to several factors. These include 
(1) the firm's planned use of the borrowed funds, (2) the financial condi¬ 
tion of the firm's business, (3) the outlook for the industry or environment 
surrounding the firm's business, and (4) available collateral of the business 
that can be used to back the loan. To perform this assessment and deter¬ 
mine whether the firm will be able to repay its loan on schedule, the lender 
will want to examine the firm's financial statements. In addition, the 
lender will want to assess the firm's business plan so that it can determine 
whether the firm has a reasonable strategy for expanding its market share 
in the future or at least for preventing competitors from taking its market 
share. 

If the lender determines that the firm is creditworthy, it will attempt to 
establish terms of the loan that are acceptable to the firm. The terms of the 
loan specify the amount to be borrowed, the maturity, the collateral, and 
the rate of interest on the loan. Several different types of loans are gener¬ 
ally available. 

Pledging Collateral Firms that need to borrow may be asked to pledge a 
portion of their assets as collateral to back the loan. Lenders are more com¬ 
fortable providing loans when the loans are backed by collateral. A com- 
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prime rate 

the rate of interest typically 
charged on loans to the most 
creditworthy firms that borrow 


mon form of collateral is the asset for which the borrowed funds will be 
used. For example, a firm that is borrowing funds to purchase a machine 
may offer that machine as collateral. If the lender expects that it could sell 
the machine for 70 percent of its existing value, the lender may finance 
70 percent of the purchase and require the machine to be used as collat¬ 
eral. If the firm defaults on the loan, the lender can sell the machine for an 
amount that covers the loan. 

A firm may also pledge its accounts receivable (payments owed to the 
firm for previous sales of products) as collateral. If the firm defaults on the 
loan, the lender takes control of the accounts receivable. To ensure that 
the accounts receivable collateral sufficiently covers the loan balance, 
the lender will provide a loan amount that is just a fraction (say, 65 per¬ 
cent) of the required collateral. Thus, even if some customers never pay off 
their accounts receivable, the collateral may still cover the full amount of 
the loan. 

Loan Rate When setting the loan rate, banks determine the average rate of 
interest that they pay on their deposits (which represents their cost of 
funds) and add on a premium. Since deposit rates change over time in re¬ 
sponse to general interest rate movements, loan rates change as well. 

The premium is dependent on the credit risk of the loan or the proba¬ 
bility of default. If the firm appears to be in good financial condition and 
the collateral covers the loan amount, the premium may be about 4 per¬ 
centage points. For example, if the lender's cost of funds is 6 percent, the 
loan rate may be 10 percent. If the borrowing firm is perceived to have 
more credit risk, however, the premium may be more than 4 percentage 
points. The rate of interest typically charged on loans to the most credit¬ 
worthy firms that borrow is called the prime rate. 

Fixed-Rate versus Floating-Rate Loans When firms need funds, they must 
choose between a fixed-rate loan and a floating-rate loan. Most commer¬ 
cial loans charge floating interest rates that move in tandem with market 
interest rates. Consider a firm that can obtain a five-year floating-rate loan 
with an interest rate that is adjusted by the bank once a year according to 
changes in the prime rate. Assume that the initial loan rate of interest is 
8 percent (based on the prevailing prime rate) and will be adjusted once a 
year. Alternatively, the firm can obtain a fixed-rate loan of 10 percent. 
Which loan is preferable? The answer depends on future interest rate 
movements, which are uncertain. Firms that expect interest rates to rise 
consistently over the five-year period will prefer a fixed-rate loan so that 
they can avoid the upward adjustments on a floating-rate loan. Firms that 
expect interest rates to decline or remain stable over the five-year period 
will prefer a floating-rate loan. 

Exhibit 16.1 shows the interest rates that would be charged under 
three different scenarios. If the firm has a fixed-rate loan, the interest rate 
charged on its loan is h, regardless of how market interest rates move over 
time. If the firm has a floating-rate loan, the interest rate charged on its 
loan will be I 2 if market interest rates increase over time, or I 3 if market in¬ 
terest rates decrease over time. Rising interest rates adversely affect firms 
that obtain floating-rate loans because the interest rate on their loans will 
increase. 

The interest rate charged on a new loan is based on the general level of 
interest rates at that time. The top part of Exhibit 16.2 shows how the 
prime rate has changed over time. The lower part of the exhibit shows the 
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Exhibit 16.1 

Interest Rate Charged 
on Loans under Three 
Different Scenarios 



Exhibit 16.2 

Effect of Interest Rates on 
Interest Expenses Incurred 
by Firms 
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interest expense that a firm would have incurred if it was charged the 
prime rate on a $1 million loan at that time. 

Types of Business Loans Several different types of business loans are generally 
available. The specific type of loan that a firm obtains may depend on its 
reasons for needing funding or the length of time the funds are required. 
A common type of business loan is intended to support ongoing business 
operations. There is a lag between the time when a firm incurs costs for 
producing and marketing a product and the time when the firm receives 
revenue from selling the product. The loan can provide necessary funding 
to cover expenses until the product is sold and cash is received. 

Another type of business loan is a term loan, which is used to finance 
the purchase of fixed assets such as machinery. The maturity on a term 
loan is typically between 3 and 10 years. 

A more flexible lending arrangement is a line of credit, which allows 
the firm to borrow up to a specified amount of money within a specified 
period of time. For example, a line of credit may allow a firm to borrow up 
to $ 100,000, but it would have to pay off the credit within one year. A line 
of credit is especially useful when a firm expects that it will need funding 
in the future, but does not know exactly when it will need funds or how 
much it will need. 

Loans Backed by the U.S. Government The Small Business Administration (SB A) 
backs loans provided by lenders to small businesses under various pro¬ 
grams. When a loan is backed by the SB A, a financial institution is more 
willing to lend because it is less exposed to the risk that the business will 
be unable to repay the loan. The SBA guarantees that a large portion (such 
as 75 percent) of the loan will be repaid, so the lender has less to lose if the 
business is unable to repay the loan. 

The most popular loan program sponsored by the SBA is the 7(a) pro¬ 
gram, which can be used for a wide variety of purposes, including the start¬ 
up of business. To qualify for this program, the business must show that it 


This salon located in Union, 
New Jersey, received 
assistance from the Small 
Business Administration. 

The SBA not only offers 
funding for some small 
businesses, but also provides 
guidance about business 
planning and operations. 
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bonds 

long-term debt securities (IOUs) 
purchased by investors 


par value 

the amount that bondholders 
receive at maturity 


indenture 

a legal document that explains the 
firm's obligations to bondholders 

secured bonds 

bonds backed by collateral 

unsecured bonds 

bonds that are not backed by 
collateral 

call feature 

provides the issuing firm with the 
right to repurchase its bonds be¬ 
fore maturity 


should be capable of repaying the loan and must also make a down pay¬ 
ment with nonborrowed funds to partially cover the funding. This down 
payment may amount to about 25 percent of the total funds needed. 
In this way, the owners demonstrate their belief that the investment is 
worthwhile. A financial institution such as a commercial bank agrees to 
finance the remainder of the project. The average size of this type of loan 
is about $167,000. 

The SBA also has a program to finance the purchase of fixed assets 
such as land and buildings. As with the 7(a) program, the business must 
provide a down payment toward the purchase. The size of these loans is be¬ 
tween $200,000 and $10 million. 

For very small businesses, the $BA offers a microloan program. These 
businesses usually have fewer than five employees, and the business 
owner qualifies as low income, minority, or disabled. These loans are made 
by nonprofit community groups that are granted funds by the $BA. The 
average microloan is about $14,000. 

Issuing Bonds 

Large firms may obtain funds by issuing bonds, which are long-term debt 
securities (IOUs) purchased by investors. $ome large firms prefer to issue 
bonds rather than obtain loans from financial institutions because the in¬ 
terest rate may be lower. Bondholders are creditors, not owners, of the 
firm that issued the bonds. 

$mall firms that are not well known are unable to issue bonds. Even if 
they could issue their own bonds, a bond issuance typically raises more 
funds than a small firm would need. 

The par value of a bond is the amount that the bondholders receive at 
maturity. Most bonds have a maturity of between 10 and 30 years. The 
coupon (interest) payments paid per year are determined by applying the 
so-called coupon rate to the par value. If the coupon rate is 10 percent, the 
coupon payments paid per year will be $100 for every $1,000 of par value. 
The coupon payments are normally paid semiannually and are fixed over 
the life of the bond. The coupon rate of bonds is influenced by the general 
level of interest rates at the time the bonds are issued. Firms typically pre¬ 
fer to issue bonds at a time when interest rates are relatively low. By doing 
so, they can lock in a relatively low coupon rate over the life of the bond. 
Forecasting interest rates is difficult, however, so firms cannot easily time 
a bond issue to take place when interest rates have hit their bottom. Also, 
firms that need funds immediately cannot wait until interest rates are at a 
more desirable level. 

When a firm plans to issue bonds, it creates an indenture, which is a 
legal document that explains its obligations to bondholders. For example, 
the indenture will state what collateral (if any) is backing the bonds. 
Secured bonds are backed by collateral, whereas unsecured bonds are not 
backed by collateral. The indenture also states whether the bonds have a 
call feature, which provides the issuing firm with the right to repurchase 
the bonds before maturity. To recognize the benefits of a call feature, con¬ 
sider a firm that issued bonds when interest rates were very high. If inter¬ 
est rates decline a few years later, the firm could issue new bonds at the 
lower interest rate and use the proceeds to repay the old bonds. Thus, the 
call feature gives the firm the flexibility to replace old bonds with new 
bonds that have a lower interest rate. Bonds that have a call feature typi¬ 
cally need to pay a higher rate of interest. 
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Exhibit 16.3 

Summary of Risk Ratings 
Assigned by Bond Rating 
Agencies 


protective covenants 

restrictions imposed on specific 
financial policies of a firm that 
has issued bonds 


commercial paper 

a short-term debt security nor¬ 
mally issued by firms in good 
financial condition 


Rating Assigned by: 



Moody's 

Standard & Poor's 

Highest quality 

Aaa 

AAA 

High quality 

Aa 

AA 

High-medium quality 

A 

A 

Medium quality 

Baa 

BBB 

Medium-low quality 

Ba 

BB 

Low quality (speculative) 

B 

B 

Poor quality 

Caa 

CCC 

Very poor quality 

Ca 

CC 

Lowest quality (in default) 

C 

DDD,D 


Default Risk of Bonds The interest rate paid on bonds is influenced not only 
by prevailing interest rates but also by the issuing firm's risk level. Firms 
that have more risk of default must provide higher interest to bondholders 
to compensate for the risk involved. Rating agencies such as Moody's In¬ 
vestor Service and Standard & Poor's Corporation rate the bonds according 
to their quality (safety). The rating agencies assign ratings after evaluating 
the financial condition of each firm. They closely assess the amount of debt 
that a firm has and the firm's ability to cover interest payments on its ex¬ 
isting debt. Firms are periodically reevaluated since their ability to repay 
debt can change in response to economic or industry conditions, or even 
conditions unique to the firm. 

Exhibit 16.3 provides a summary of the different ratings that can be 
assigned. Although each rating agency uses its own criteria for rating 
bonds, most bonds are rated within a similar risk level by the agencies. In¬ 
vestors may prefer to rely on the rating agencies rather than develop their 
own evaluations of the firms that issue bonds. At a given point in time, 
firms with higher ratings will be able to issue bonds with lower interest 
rates. 

If a firm's financial condition weakens, the rating agencies may lower 
their ratings on the bonds it has issued. As a firm's bond ratings decline, it 
is less able to issue new bonds because investors will be concerned about 
the lower rating (higher risk). 

Bondholders may attempt to limit the risk of default by enforcing 
protective covenants, which are restrictions imposed on specific financial 
policies of the firm. The purpose of these covenants is to ensure that 
managers do not make decisions that could increase the firm's risk and 
therefore increase the probability of default. For example, some protective 
covenants may restrict the firm from borrowing beyond some specified 
debt limit until the existing bonds are paid off. 

Issuing Commercial Paper 

Many firms also issue commercial paper, which is a short-term debt 
security normally issued by firms in good financial condition. Its normal 
maturity is between three and six months. Thus, the issuance of commer¬ 
cial paper is an alternative to obtaining loans directly from financial in¬ 
stitutions. The minimum denomination of commercial paper is usually 
$100,000. Typically, denominations are in multiples of $1 million. Various 
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Like most companies, Dell 
incurs the cost of its pro¬ 
duction before it sells the 
products it produces. It com¬ 
monly uses debt financing 
so that it can cover its cost 
of production, and part of 
the subsequent revenue 
from selling the products 
can be used to make the 
interest payments. 


commercial banks 

financial institutions that obtain 
deposits from individuals and use 
the funds primarily to provide 
business loans 

savings institutions 

financial institutions that obtain 
deposits from individuals and use 



To illustrate how the level 
of debt financing (whether 
by borrowing from finan¬ 
cial institutions or by issu¬ 
ing lOUs) affects interest 
expenses, consider a firm 
that borrows $ i million for 
a five-year period at an 
interest rate of 9 percent. 
This firm will pay $90,000 
in interest in each of the 
next five years (computed 
as $1,000,000 X 9%). 
Thus, the firm will need 
sufficient revenue to cover not only its operating expenses (such as 
salaries) but also its interest expenses. If the firm had borrowed $2 million, 
it would have to pay $180,000 in annual interest (computed as $2,000,000 
X 9%). When firms borrow money excessively, they have large annual in¬ 
terest payments that are difficult to cover. For this reason, the firms have a 
higher probability of defaulting on the loans than they would if they had 
borrowed less funds. 


financial institutions com¬ 
monly purchase commer¬ 
cial paper. The interest rate 
on commercial paper is in¬ 
fluenced by the general 
market interest rates at the 
time of issuance. 

Impact of the Debt 
Financing Level on 
Interest Expenses 


Common Creditors That Provide Debt Financing 


the deposited funds primarily to 
provide mortgage loans 

finance companies 

financial institutions that typically 
obtain funds by issuing debt secu¬ 
rities (IOUs) and lend most of 
their funds to firms 

pension funds 

receive employee and firm con¬ 
tributions toward pensions and 
invest the proceeds for the em¬ 
ployees until the funds are needed 

insurance companies 

receive insurance premiums from 
selling insurance to customers 
and invest the proceeds until the 
funds are needed to pay insurance 
claims 


Various types of creditors can provide debt financing to firms. Commercial 
banks obtain deposits from individuals and use the funds primarily to pro¬ 
vide business loans. Savings institutions (also called "thrift institutions") 
also obtain deposits from individuals and use some of the deposited funds 
to provide business loans. Although savings institutions lend most of their 
funds to individuals who need mortgage loans, they have increased their 
amount of business loans in recent years. 

Finance companies typically obtain funds by issuing debt securities 
(IOUs) and lend most of their funds to firms. In general, finance compa¬ 
nies tend to focus on loans to less established firms that have a higher risk 
of loan default. The finance companies charge a higher rate of interest on 
these loans to compensate for the higher degree of risk. 

Pension funds receive employee and firm contributions toward pen¬ 
sions and invest the proceeds for the employees until the funds are needed. 
They commonly invest part of their funds in bonds issued by firms. 

Insurance companies receive insurance premiums from selling insur¬ 
ance to customers and invest the proceeds until the funds are needed to 
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mutual funds 

investment companies that receive 
funds from individual investors 
and then pool and invest those 
funds in securities 

bond mutual funds 

investment companies that invest 
the funds received from investors 
in bonds 


Decision Making 



Identify the common 
methods of equity 
financing for firms. 

equity financing 

the act of receiving investment 
from owners (by issuing stock or 
retaining earnings) 

dividend policy 

the decision regarding how much 
of the firm's quarterly earnings 
should be retained (reinvested in 
the firm) versus distributed as 
dividends to owners 


pay insurance claims. They also commonly invest part of their funds in 
bonds issued by firms. 

Mutual funds are investment companies that receive funds from indi¬ 
vidual investors; the mutual funds pool the amounts and invest them in 
securities. Mutual funds can be classified by the type of investments that 
they make. Some mutual funds (called bond mutual funds) invest the 
funds received from investors in bonds that are issued by firms. 


Whether to Borrow Funds 

R ock-On Company (which was introduced at the beginning of the chapter) produces 
musical instruments, including guitars and drum sets, and sells them to retail stores in 
North Carolina. It currently has 30 owners who have already invested a total of $4 million 
in the firm. Rock-On has used the equity to invest in its operations. Now it wants to pur¬ 
chase an additional manufacturing plant that will cost about $4 million. Rock-On has about 
$1 million in cash, so it needs to borrow the remaining $3 million to purchase this plant. 

If it obtains a loan, it will have to make loan payments of about $300,000 per year. It revises 
its business plan to include the manner in which it will use the funds. For the loan to be 
worthwhile, it needs to use the funds in a manner that will generate profits after repaying 
the loan. Rock-On Company decides that it definitely wants to purchase the manufacturing 
plant, but before it pursues a loan, it will consider the alternative financing methods dis¬ 
cussed later in this chapter. 

1. Assume that Rock-On decides to pursue a loan. Explain why a lender would require 
Rock-On to provide a business plan showing how the funds would be used. 

2. Why would the interest rate on a loan to Rock-On be dependent on its financial 
condition? 

ANSWERS: I.The lender would want to know how Rock-On will use the loan and how it will generate revenue from the use 
of the funds so that it will be able to repay the loan. 2. Rock-On's financial condition affects its ability to repay the loan. If its 
financial condition is poor, the lender will charge a higher interest rate to compensate for the risk that the loan may not be 
repaid. If the risk is too high, the lender will not provide a loan at all. 


Methods of Equity Financing 


The common methods of equity financing are retaining earnings and is¬ 
suing stock, as explained next. 

Retaining Earnings 

A firm can obtain equity financing by retaining earnings rather than by 
distributing the earnings to its owners. The board of directors of each firm 
decides how much of the firm's quarterly earnings should be retained 
(reinvested in the firm) versus distributed as dividends to owners. This 
decision, referred to as the firm's dividend policy, is important because it 
influences the amount of additional financing the firm must obtain. For 
example, consider a firm that earned $30 million after taxes. Assume that 
it will need $40 million for various expenses in the near future. If it retains 
all of the earnings, it will need an additional $10 million. At the other ex¬ 
treme, if it pays out the entire $30 million as dividends, it will need to ob¬ 
tain an additional $40 million. 
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Managers may retain earnings to provide financial support for the 
firm's expansion. For example, if a firm needs $f0 million for expansion 
and has just earned $6 million after taxes, it may retain the $6 million as 
equity financing and borrow the remaining $4 million. Many small firms 
retain most of their earnings to support expansion. Larger corporations 
tend to pay out a portion of their earnings as dividends and retain only part 
of what they earned. Large firms can more easily obtain debt financing, so 
they can afford to pay out a portion of their earnings as dividends. 

Factors That Affect a Firm's Dividend Policy There is no optimal dividend policy to 
be used by all firms. Some firms establish their dividend payment as a per¬ 
centage of future earnings. For example, General Mills sets a dividend tar¬ 
get of 50 percent of earnings, while Goodyear Tire sets a dividend target of 
between 20 and 25 percent of earnings. Each firm's unique characteristics 
may influence its dividend policy. Two characteristics that can influence 
the dividend policy are shareholder expectations and the firm's financing 
needs: 

► Shareholder Expectations A firm's shareholders may expect to receive 
dividends if they have historically been receiving them. If the firm dis¬ 
continues or reduces the dividend payment, shareholders could be¬ 
come dissatisfied. Thus, many firms such as ConAgra and Campbell's 
Soup make an effort to either maintain or increase dividends from year 
to year. 

► Firm's Financing Needs A firm that has no need for additional funds may 
distribute most of its earnings as dividends. However, it may be con¬ 
cerned that if it pays high dividends, shareholders will come to expect 
them. Thus, instead of trying to maintain its high dividend payment, 
the firm may decide to use a portion of the earnings for another pur¬ 
pose. For example, it may consider replacing old assets or expanding 
part of its business. 


Issuing Stock 


common stock 

a security that represents partial 
ownership of a particular firm 


preferred stock 

a security that represents partial 
ownership of a particular firm and 
offers specific priorities over com¬ 
mon stock 


venture capital firm 

a firm composed of individuals 
who invest in small businesses 


A firm can also obtain equity financing by issuing stock. Common stock is 
a security that represents partial ownership of a particular firm. Only the 
owners of common stock are permitted to vote on certain key matters con¬ 
cerning the firm, such as the election of the board of directors, whether to 
issue new shares of common stock, and whether to accept a merger pro¬ 
posal. Firms can issue common stock to obtain funds. When new shares of 
stock are issued, the number of shareholders who own the firm increases. 

Preferred stock is a security that represents partial ownership of a par¬ 
ticular firm and offers specific priorities over common stock. If a firm does 
not pay dividends over a period, it must pay preferred stockholders all div¬ 
idends that were omitted before paying any dividends to common stock¬ 
holders. Also, if the firm goes bankrupt, the preferred stockholders have 
priority claim to the firm's assets over common stockholders. If a firm goes 
bankrupt, however, there may not be any assets left for preferred stock¬ 
holders, because creditors (such as lenders or bondholders) have first 
claim. Preferred stockholders normally do not have voting rights. Firms is¬ 
sue common stock more frequently than preferred stock. 

Issuing Stock to Venture Capital Firms Firms can issue stock privately to a ven¬ 
ture capital firm, which is a firm composed of individuals who invest in 
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Common stock certificates 
represent ownership in a 
firm. Investors invest in stocks 
so that they can earn a return 
on their investment if the 
value of the company (and 
therefore of the correspon¬ 
ding stock) increases. 


initial public offering (IPO) 

the first issue of stock to the public 


stock mutual funds 

investment companies that invest 
funds received from individual 
investors in stocks 


small businesses. These in¬ 
dividuals act as investors in 
firms rather than as credi¬ 
tors. They expect a share 
of the businesses in which 
they invest. Their invest¬ 
ments typically support 
projects that have poten¬ 
tial for high returns but 
also have high risk. 

Entrepreneurs who 
need equity financing can 
attend venture capital fo¬ 
rums, where they are al¬ 
lowed a short time (15 
minutes or so) to convince 
the venture capital firms 
to provide them with eq¬ 
uity financing. If an entre¬ 
preneur's presentation is 
impressive, venture capital 
firms may arrange for a 
longer meeting with the entrepreneur to learn more about the business 
that needs financing. 

Providers of venture capital recognize that some of the businesses they 
invest in may generate little or no return. They hope that the successful 
businesses will more than make up for any unsuccessful ones. Venture 
capital firms commonly assess businesses that require an equity invest¬ 
ment of between $200,000 and $2 million. Small projects are not popular 
because their potential return is not worth the time required to assess their 
feasibility. 

Going Public If a small privately held business desires to obtain additional 
funds, it may consider an initial public offering (IPO) of stock (also called 
"going public"), which is the first issue of stock to the public. Firms such as 
Google, Yahoo!, and Amazon.com went public so that they would have 
sufficient funds to support their expansion. 

Insurance companies and pension funds commonly purchase large 
amounts of stocks issued by firms. In addition, stock mutual funds (in¬ 
vestment companies that invest pooled funds received from individual in¬ 
vestors in stocks) purchase large amounts of stocks issued by firms. An IPO 
allows a firm to obtain additional funds without boosting its existing debt 
level and without relying on retained earnings. Firms can obtain a large 
amount of funds by going public without increasing future interest pay¬ 
ments to creditors. 

Along with the advantages, IPOs have some disadvantages. First, firms 
that go public are responsible for informing shareholders of their financial 
condition. All firms that issue stock to the public must file periodic finan¬ 
cial reports with the Securities and Exchange Commission, and preparing 
these reports can be expensive. Furthermore, the financial information 
then is accessible to investors. Some firms may prefer not to disclose in¬ 
formation that would reveal the success (and perhaps the wealth) of the 
owners. 
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Google engaged in an initial 
public offering in order to 
obtain funds to finance its 


expansion. 
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A second disadvantage is that when a small business attempts to obtain 
funding from the public, it may have difficulty convincing investors that its 
business plans are feasible. This limits the amount of funding that can be 
obtained from an IPO. It also forces the firm to sell part of the ownership 
at a relatively low cost. If a firm goes public and cannot obtain funding at 
a reasonable price, its original owners may feel that they gave away part of 
the firm for nothing. 


SCOTT EELLS/BLOOMBERG NEWS/LANDOV 
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secondary market 

a market where existing securities 
can be traded among investors 


The New York Stock Ex¬ 
change (NYSE) shown here 
facilitates the trading of stock 
in the secondary market.The 
NYSE enables investors to 
buy or sell shares of any firm 
that is listed on its exchange. 


A third disadvantage of an IPO is that the firm's ownership structure is 
diluted. Once shares are sold to the public, the proportion of the firm 
owned by the original owners is reduced. Thus, the original owners have 
less control of the firm, and other investors have more influence on the 
firm's board of directors and therefore on major decisions. Also, the profits 
earned by the firm that are distributed among owners as dividends must 
be allocated among more owners. 

A fourth disadvantage of an IPO is that investment banks charge high 
fees for advising and placing the stock with investors. The firm also incurs 
legal fees, accounting fees, and printing fees. The fees may be about f 0 per¬ 
cent of the total amount of funds received from the IPO. Thus, an IPO of 
$20 million may result in fees of $2 million. 

IPOs are generally more popular when most stock prices are high, as 
firms may receive a higher price for their newly issued stock under these 
conditions. For example, stock prices were very high in the late 1990s, and 
there were numerous IPOs in that period. 

Listing the Stock Once a firm has issued stock to the public, it lists its stock 
on a stock exchange. This allows the investors to sell the stock they pur¬ 
chased from the firm to other investors over time. The stock exchange 
serves as a secondary market, or a market where existing securities can be 
traded among investors. Thus, investors have the flexibility to sell stocks 
that they no longer wish to hold. 

The most popular stock exchanges in the United States are the New 
York Stock Exchange (NYSE), the American Stock Exchange (AMEX), and 
the over-the-counter (OTC) market. Stocks in the OTC market trade via an 
electronic network known as the National Association of Securities Deal¬ 
ers Automated Quotations (Nasdaq). Each exchange has a set of listing 
requirements that firms must satisfy to have their stocks listed on that 
exchange. 








612 


PART VI 


FINANCIAL MANAGEMENT 


Small Business Survey 


Financing 

In a recent National Small Business poll conducted for the NFIB Research Founda¬ 
tion, small businesses were asked how they would obtain funding if they could in¬ 
vest in a project that would allow them to earn 25 percent in the next two years. 
Their responses are shown below: 


Seek funding 
from outside 
investors 

5% 


Other 

5% 


Wait until you 
accumulate 
enough cash 

42% 



Borrow 

money 

48% 


Comparison of Equity Financing with Debt Financing 

Equity financing and debt financing are compared in Exhibit 16.4. Notice 
from the exhibit that the forms of debt financing (loans and bonds) require 
the firm to make interest and principal payments. Conversely the forms of 
equity financing (retained earnings and stock) do not require any pay¬ 
ments. Financing with stock may result in dividend payments, but only if 
the firm can afford them. Also, there are no principal payments to the 
stockholders, as the stock has no maturity. 


Exhibit 16.4 

Summary of Firm's Debt and 
Equity Financing Methods 
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Decision Making 


3 

Explain how firms issue 
securities to obtain funds. 


public offering 

the selling of securities 
to the public 


underwritten 

the investment bank guarantees 
a price to the issuing firm, no 
matter what price the securities 
are sold for 

best-efforts basis 

the investment bank does not 
guarantee a price to the firm 
issuing securities 


Firms typically use a variety of financing methods to obtain funds. 
General Motors, Ford Motor Company Motorola, and many other firms 
frequently obtain funds by borrowing from banks, issuing bonds, and is¬ 
suing new stock. 


Deciding Whether to Obtain Equity Funding 

R ecall that Rock-On Company wants to purchase an additional manufacturing plant for 
about $4 million. It could borrow funds, but it wants to consider equity financing. Its 
existing owners cannot afford to invest more equity in the firm at this point. Rock-On could 
obtain more equity from a venture capital firm, but then the existing owners would have to 
give up part of their ownership of the firm. Consequently, if the business is ever sold, the ex¬ 
isting owners would have to share the proceeds with the venture capital firm.The owners 
decide that the best way to increase equity financing over time is to retain earnings so that 
the profits are reinvested in the business.This allows them to maintain the existing owner¬ 
ship structure, but it also means that they cannot rely on equity financing to purchase the 
manufacturing plant at this time. 

1. What is a possible advantage for Rock-On of obtaining equity from a venture capital 
firm rather than borrowing funds? 

2. Why will Rock-On's strategy of retaining earnings limit the amount of funds that will be 
invested in the business? 


ANSWERS: 1. Because an investment from a venture capital firm represents equity, it does not require interest payments. 

2. If Rock-On does not use any new equity financing, it will have to rely on more debt, and its interest payments on debt will 
rise. Lenders will limit the amount that they will lend to Rock-On because they may worry that it will not be able to make the 
interest payments. 


How Firms Issue Securities 


A public offering of securities (such as bonds or stocks) represents the sell¬ 
ing of securities to the public. Public offerings include both IPOs and offer¬ 
ings of additional securities by firms that went public earlier. A firm that 
plans a public offering of securities can receive help from investment 
banks, which originate, underwrite, and distribute the securities. 

Origination 

Investment banks advise firms on the amount of stocks or bonds they can 
issue. The issuance of an excessive amount of securities can cause a decline 
in the market price because the supply of securities issued may exceed the 
demand. Also, the issuance of bonds requires the determination of a ma¬ 
turity date, a coupon rate, and colfaterai. 

Underwriting 

When securities offerings are underwritten, the investment bank guaran¬ 
tees a price to the issuing firm, no matter what price the securities are sold 
for. In this way, the investment bank bears the risk that the securities may 
be sold only at low prices. Alternatively, the investment bank may attempt 
to sell the securities on a best-efforts basis; in this case, it does not guar¬ 
antee a price to the issuing firm. 
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underwriting syndicate 

a group of investment banks that 
share the obligations of under¬ 
writing securities 


prospectus 

a document that discloses relevant 
financial information about 
securities and about the firm 
issuing them 


private placement 

the selling of securities to one 
or a few investors 


flotation costs 

costs of issuing securities; include 
fees paid to investment banks for 
their advice and efforts to sell the 
securities, printing expenses, and 
registration fees 


Decision Making 


For large issues of securities, the investment bank may create an 
underwriting syndicate, which is a group of investment banks that share 
the obligations of underwriting the securities. Each investment bank in the 
syndicate is allocated a portion of the securities and is responsible for sell¬ 
ing that portion. 

Distribution 

The issuing firm must register the issue with the Securities and Exchange 
Commission (SEC). It provides the SEC with a prospectus, which is a doc¬ 
ument that discloses relevant financial information about the securities 
(such as the amount) and about the firm. 

Once the SEC approves the registration, the prospectus is distributed to 
investors who may purchase the securities. Some of the more likely in¬ 
vestors are pension funds and insurance companies that have large 
amounts of funds to invest. Some issues are completely sold within hours. 
When an issue does not sell well, the investment bank may lower the price 
of the securities to increase demand. 

Some firms may prefer to use a private placement, in which the secu¬ 
rities are sold to one or a few investors. An investment bank may still be 
used for advisory purposes and for help in identifying a financial institu¬ 
tion (such as an insurance company) that may purchase the entire issue. 
The selling costs are lower with a private placement because only one or a 
few investors are involved. A disadvantage, however, is that many in¬ 
vestors cannot afford to purchase an entire issue. Consequently, privately 
placing the securities may be difficult. 

Firms that issue securities incur flotation costs, which include fees 
paid to investment banks for advice and for selling the securities, printing 
expenses, and registration fees. 


Deciding Whether to Issue Stock 

R ecall that Rock-On Company is currently owned by 30 owners. While its owners were 
deciding how to finance an investment in an additional manufacturing plant, they also 
considered a much more ambitious long-term plan to expand their business throughout 
the United States. Rock-On could afford to expand to that degree only if it engaged in an 
initial public offering (IPO) of stock, as it would need about $40 million. Though Rock-On 
has been successful in selling its musical instruments in its home state of North Carolina, it 
does not have name recognition outside that state.Thus, its musical instruments may not 
necessarily attract as much demand in other parts of the United States. Investors would 
likely be skeptical as well and would not be willing to pay a high price for the stock at this 
time. Because a stock offering would not be appealing to the public at this time, Rock-On's 
owners decided to scale down their growth plans. Before considering a stock offering to 
support expansion throughout the United States, they will think about expanding their 
business to the states neighboring North Carolina. 

1. How would the ownership structure of Rock-On Company change if it pursued an IPO? 
2. Why would Rock-On possibly benefit from an IPO in the future? 

ANSWERS: 1 .The original owners of Rock-On would give up much of their ownership. 2. An IPO would allow Rock-On to ex¬ 
pand its business, and the business expansion could lead to much higher profits (but it could also lead to failure if the busi¬ 
ness growth is not properly managed). 
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4 

Explain how firms may 
obtain financing through 
suppliers or leasing. 


Other Methods of Obtaining Funds 


In addition to debt financing and equity financing, firms may obtain funds 
in other ways, as discussed next. 

Financing from Suppliers 

When a firm obtains supplies, it may be given a specific period to pay its 
bill. The supplier is essentially financing the firm's investment over that 
period. If the firm is able to generate adequate revenue over that time to 
pay the bill, it will not need any more financing. Even if it needs more 
financing, the supplier's willingness to wait for payment saves the firm 
some financing costs. 

Exhibit 16.5 shows the benefits of supplier financing. In the top dia¬ 
gram, the firm receives supplies on March 1, but does not have to pay its 
bill until August 1. By August 1, the firm will have sold the product that 
required the use of the supplies. Thus, it can use a portion of the revenue 
received from selling the product to pay the supplier. 

The lower diagram shows that with no supplier financing, the firm 
must obtain funds from another source. For example, it may borrow funds 
from a commercial bank on March 1 to pay the supplier at that time. When 
the firm receives its payment for the product on August 1, it can use a por¬ 
tion of the revenue received to pay off the debt. In this case, the firm had 
to borrow funds for five months and incurred interest expenses over that 
period. The difference between these two scenarios is that the firm incurs 
only the expense of the supplies when it obtains supplier financing, but it 
incurs the expense of supplies plus interest expenses if supplier financing 
is not available. 


Exhibit 16.5 

How Firms Can Benefit from 
Supplier Financing 
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for the supplies 


March 1 April 1 May 1 June 1 July 1 August 1 


No Supplier Financing 

Firm sells 


Firm receives 
supplies from 
supplier 

I 

1 

Supplies are used by firm 
to produce product 

1 1 

1 

product and pays 
off its debt 
to the lender 

| 

1 

1 

1 1 

1 

1 

March 1 

Firm borrows 
funds so that 
it can pay 
supplier 

April 1 

May 1 June 1 

July 1 

August 1 










616 PART VI 


FINANCIAL MANAGEMENT 


leasing 

renting assets for a specified 
period of time 


Leasing 

Some firms prefer to finance the use of assets by leasing, or renting the as¬ 
sets for a specified period of time. These firms rent the assets and have full 
control over them over a particular period. They return the assets at the 
time specified in the lease contract. Many firms that lease assets cannot 
afford to purchase them. By leasing, they must make periodic lease pay¬ 
ments but do not need to make a large initial outlay. 

Some firms prefer to lease rather than purchase when they may need 
the assets for only a short period of time. For example, consider a new firm 
that does not know how much factory space it will need until it can assess 
the demand for its product. This firm may initially lease factory space so 
that it can switch factories without having to sell its existing factory if it 
needs more space. 


Small Business Survey 


Leasing 

In a recent National Small Business poll conducted for the NFIB Research Founda¬ 
tion, small businesses were asked to identify the most important advantage of leas¬ 
ing assets rather than purchasing them. Their responses are provided here: 


Allows 

business more 
flexibility 

21 % 


Tax 

advantages 

25 % 


Better service 
— from supplier 

4 % 



They were also asked to identify the most important advantage of purchasing assets 
instead of leasing them. Their responses are shown below: 
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Decision Making 



Describe how firms 
determine the 
composition of their 
financing. 

capital structure 

the amount of debt versus 
equity financing 


Deciding Whether to Lease as a Financing Method 

R ecall that Rock-On Company is planning to purchase an additional manufacturing plant 
for $4 million. It will need to borrow most of the money to finance this investment. 
Rather than purchase the plant, Rock-On could lease a manufacturing facility that is owned 
by another firm. The advantage of leasing is that Rock-On would not need $4 million to 
make the purchase. Instead, it would make periodic lease payments. The disadvantage of 
leasing is that it would not own the plant and would have to shift its production to another 
facility when the lease period ends. Rock-On would prefer to avoid borrowing a large 
amount of funds at this time because it is concerned that it may not generate enough rev¬ 
enue to cover its interest payments. It decides that the best solution at this time is to lease 
the manufacturing plant for the next three years. If it determines that the facility is too large 
relative to the quantity of instruments it can sell, it can shift to a smaller facility. Alterna¬ 
tively, if the demand for its instruments increases substantially, it may need to purchase a 
larger facility. Thus, leasing gives Rock-On the flexibility it desires for the next few years until 
it is better able to determine the size of the production plant that it will need. 

1. If Rock-On wants the flexibility to expand the specific facility it is using, would it prefer 
to purchase (own) or lease the facility? 

2. If Rock-On expects that the value of the specific facility it is using will rise substantially 
over the next few years, would it prefer to purchase (own) or lease the facility today? 

ANSWERS: 1. Rock-On would prefer to own the facility so that it would be able to expand the plant as needed. 2. Rock-On 
would prefer to own the facility because it could be sold in the future at a much higher price than Rock-On paid for it. If Rock- 
On leases the facility, it does not benefit from the increase in the price. 


Deciding the Capital Structure 


All firms must decide on a capital structure, or the amount of debt versus 
equity financing. No particular capital structure is perfect for all firms. 
However, some characteristics should be considered when determining 
the appropriate capital structure. The use of debt (such as bank loans or 
bonds) as a source of funds is desirable because the interest payments made 
by the firm on its debt are tax-deductible. Firms can claim their interest 
payments during the year as an expense, thereby reducing their reported 
earnings and their taxes. When firms use equity as a source of funds, they 
do not benefit in this way. 

Although debt offers the advantage of tax deductibility, too much debt 
can increase the firm's risk of default on its debt. A higher level of debt re¬ 
sults in a higher level of interest payments each year, which can make it 
difficult for a firm to cover all its debt payments. When creditors are con¬ 
cerned about the firm's ability to make future interest payments, they are 
less willing to provide additional credit. A firm's ability to increase its debt 
level is also constrained by the amount of collateral available. 
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Cross Functional Teamwork 

Relationship between Pricing and Financing Strategies 


A firm's financing decisions will be dependent on its pric¬ 
ing decisions. If the firm is using a pricing strategy that 
will result in a relatively low level of sales (and therefore a 
low level of production), it will need a small amount of 
funds to support that production level. If the firm uses a 
pricing strategy that will resultin a high level of sales (and 
therefore a high level of production), however, it will need 


a much larger amount of funds to support that production 
level. If the firm needs a relatively small amount of funds, it 
may decide to borrow from a commercial bank. If it needs a 
large amount of funds, it may issue bonds. It may also need 
to consider using some equity financing if the amount of 
funds needed will exceed its debt capacity. 


Firms tend to retain some earnings as an easy and continual form of 
equity financing. When they need additional funds to support their oper¬ 
ations, they typically use debt financing if they have the flexibility to do so. 
When they approach their debt capacity, however, they may have to retain 
more earnings or issue stock to obtain additional capital. 

Revising the Capital Structure 

Many firms revise their capital structure in response to changes in eco¬ 
nomic conditions, such as economic growth and interest rates. If economic 
growth declines and their earnings decline, they may reduce their debt be¬ 
cause it is more difficult to cover interest payments. When interest rates de¬ 
cline, firms may increase their debt because the interest payments will be 
relatively low. 

To reduce the strain of meeting high interest payments in the 1990s, 
many firms reduced their debt levels by hundreds of millions of dollars. 
Conversely, other firms such as IBM increased their debt because they an¬ 
ticipated that they could easily cover future interest payments resulting 
from the additional debt. 

Sometimes firms revise their capital structure by changing the amount 
of stock they have outstanding. As described earlier, a firm can obtain eq¬ 
uity financing by issuing additional shares of stock. Firms may also de¬ 
crease the amount of stock outstanding by repurchasing shares issued 
previously. This strategy may have a favorable impact on the firm's stock 
price. To illustrate how the repurchasing of stock can improve a firm's 
value (and therefore its stock price), consider the following statements 
from a recent annual report of Wal-Mart: 

“In a move to improve shareholder value, the Board of Directors authorized a 
$2 billion share repurchase program.... We started buying [when the stock 
price was] in the low 20s, and the stock ended up rising 73 percent in the 
last calendar year ." 
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How the Capital Structure Affects the Return on Equity 

A firm's earnings performance (as measured by its return on equity) can 
be significantly influenced by the capital structure decision. Consider a 
firm that had earnings of $1 million last year and has $10 million in assets. 
The firm's return on equity (measured as earnings divided by owner's eq¬ 
uity) depends on the amount of the firm's assets that was financed with 
equity versus debt. Exhibit 16.6 shows how the firm's return on equity is 
dependent on its financial leverage. If the firm used all equity to finance 
its $10 million in assets, its return on equity (ROE) would be: 

$1,000,000 

ROE = —---- 

$10,000,000 

= 10 % 

At the other extreme, if the firm used only 20 percent equity ($2 million) 
to finance its assets, its ROE would be: 


_ $ 1 , 000,000 
~ $ 2 , 000,000 

= 50% 


Although using little equity (mostly debt) can achieve a higher return 
on equity, it exposes a firm to the risk of being unable to cover its interest 
payments. To illustrate the risk, Exhibit 16.7 shows how the annual inter¬ 
est expense incurred by a firm (with $10 million in assets) is dependent on 
the firm's degree of financial leverage. This exhibit assumes a 10 percent 
interest rate. For example, if the firm uses all equity, it does not incur any 
interest expenses. At the other extreme, if it uses only 20 percent ($2 mil¬ 
lion) of equity financing and relies on 80 percent ($8 million) of debt 
financing, it will incur an interest expense of $800,000 per year. 

The relationship shown in Exhibit 16.7 is intended simply to illustrate 
how a high degree of financial leverage can result in high interest ex¬ 
penses. In reality, the impact of high financial leverage may be even more 
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Exhibit 16.7 
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Small Business Survey 


Financing Choices of Small Firms 

A recent survey asked small firms how they are financing their businesses, with the 
results as shown: 


Proportion of Firms 
That Recently Used 
ThisType of Financing 

Commercial bank loans 

36% 

Credit cards 

27 

Retained earnings 

24 

Private loans 

18 

Personal bank loans 

17 

Supplier credit 

14 

Leasing 

10 

Other 

13 


The results of this survey show that small firms use a wide variety of methods to ob¬ 
tain funds. The commercial bank loans, credit cards, and private loans reflect debt 
financing, while the use of retained earnings reflects equity financing. 
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Global Busin 


Global Financing 


When U.S. firms establish businesses in foreign countries 
(called "foreign subsidiaries"), they must obtain sufficient 
funds to support them. Foreign subsidiaries must decide 
not only whether to use debt or equity but also what cur¬ 
rency to use. A common method is for the subsidiary to 


borrow funds locally. This financing strategy allows the in¬ 
terest expense to be in the same currency as the revenue. 
Consequently, the subsidiary does not need to exchange its 
local currency into another currency to pay off the debt. 


Cross Functional Teamwork 

Interaction between Financing Decisions and Other Business Decisions 


When financial managers make financing decisions, they 
rely on input from other managers. The amount of financ¬ 
ing is dependent on the difference between the amount of 
cash outflows resulting from the payment of expenses and 
the cash inflows resulting from sales. The larger the differ¬ 
ence, the more financing will be needed. Financial man¬ 
agers can ask production managers to estimate the salaries 
and other production expenses that will be incurred by the 
firm in the future. They can ask marketing managers to esti¬ 
mate the marketing expenses to be incurred by the firm. 
They can also ask marketing managers to estimate the fu¬ 
ture demand for each of the firm's products; this informa¬ 
tion can be used to estimate the firm's future revenue. 


When financial managers decide whether to finance 
with debt or equity, they rely on input from marketing 
managers. If the future revenue to be received by the firm 
is somewhat stable over time, the firm may be willing to 
finance with debt because cash inflows each month will be 
sufficient to cover its interest payments on debt. If the 
monthly revenue is expected to be erratic, however, cash 
inflows each month may not be sufficient to make interest 
payments. In this case, the firm may use equity financing 
instead of debt financing. The marketing managers can 
offer useful input on this topic because they should know 
whether the demand for the product will be somewhat 
stable overtime. 


pronounced than in Exhibit 16.7, because lenders may charge a higher in¬ 
terest rate to firms that wish to borrow an excessive amount. The extra 
premium on the interest rate compensates the lenders for the risk that the 
firm may be unable to repay its debt. 

Firms weigh the potential higher return on equity that results from us¬ 
ing mostly debt financing against the risk resulting from high interest pay¬ 
ments. Many firms compromise by balancing their amounts of equity and 
debt financing. For example, a firm might finance its $ 10 million in assets 
by using $5 million of equity and the remaining $5 million of debt. As¬ 
suming an interest rate of 10 percent on debt, the interest expense would 
be $500,000 (computed as 10% X $5,000,000), as shown in Exhibit 16.7. 
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Decision Making 


6 

Describe the remedies for 
firms that are unable to 
repay their debts. 


extension 

provides additional time for a firm 
to generate the necessary cash to 
cover its payments to its creditors 


Deciding on the Capital Structure 

T he capital structure used by a firm is dependent on its specific characteristics.To illus¬ 
trate, reconsider the case of Rock-On Company, which produces musical instruments. Its 
capital structure is mostly equity, which was obtained from its original owners. Now Rock- 
On wants to decide how it should obtain financing if it expands in the future. Its decision 
will affect its capital structure. Rock-On's lease requires it to make monthly payments, but it 
always generates enough revenue each month to easily cover its expenses. Since the com¬ 
pany can afford to make loan (debt) payments each month, it can rely on debt to finance its 
future expansion. Therefore, when it needs more funding, Rock-On plans to revise its capital 
structure to increase its debt level. 

1. Suppose that Rock-On's monthly revenue was very unstable. How might this affect its 
capital structure decision? 

2. Why would Rock-On prefer not to use more equity to support future expansion? 

ANSWERS: 1. Rock-On might not have sufficient revenue in some months to cover its debt payments, so it might prefer to 
avoid debt. 2. Its existing owners would prefer to maintain the ownership structure so that they do not have to share the 
business with other owners. 


Remedies for Debt Problems 


The ultimate danger to taking on too much debt is that the firm may be 
unable to make its payments to its creditors. The extreme consequence of 
this situation is business failure, in which the firm's assets are sold to pay 
creditors part of what they are owed. In this case, a formal bankruptcy 
process is necessary. First, however, the firm should consider alternative 
informal remedies, which could avoid some legal expenses. Common 
remedies include the following: 

► Extension 

► Composition 

► Private liquidation 

► Formal remedies 

Extension 

If a firm is having difficulty covering the payments it owes, its creditors 
may allow an extension, which provides additional time for the firm to 
generate the necessary cash to cover its payments. An extension is feasible 
only if the creditors believe that the firm's financial problems are tempo¬ 
rary. If formal bankruptcy is inevitable, an extension may only delay the 
liquidation process and possibly reduce the liquidation value of the firm's 
assets. 

If creditors allow an extension, they may require that the firm abide by 
various provisions. For example, they may prohibit the firm from making 
dividend payments until the firm retains enough funds to repay its loans. 
The firm will likely agree to any reasonable provisions because the exten¬ 
sion gives the firm a chance to survive. 

A creditor cannot be forced to go along with an extension. Creditors 
who prefer some alternative action must be paid off in full if an extension 
is to be allowed. If too many creditors disapprove, an extension will not be 
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composition 

specifies that a firm will provide 
its creditors with a portion of what 
they are owed 


private liquidation 

creditors may informally request 
that a failing firm liquidate (sell) 
its assets and distribute the funds 
received from liquidation to them 


liquidation value 

the amount of funds that would 
be received as a result of the liqui¬ 
dation of a firm. 


feasible, as the firm would first have to pay all disapproving creditors what 
they are owed. 

Composition 

If the failing firm and its creditors do not agree on an extension, they may 
attempt to negotiate a composition agreement, which specifies that the 
firm will provide its creditors with a portion of what they are owed. For ex¬ 
ample, the agreement may call for creditors to receive 40 cents on every 
dollar owed to them. This partial repayment may be as much as or more 
than the creditors would receive from formal bankruptcy proceedings. In 
addition, the firm may be able to survive, since its future interest payments 
will be eliminated after paying off the creditors. As with an extension, cred¬ 
itors cannot be forced to go along with a composition agreement. Any dis¬ 
senting creditors must be paid in full. 

Private Liquidation 

If an extension or composition is not possible, the creditors may informally 
request that the failing firm liquidate (sell) its assets and distribute the 
funds received from liquidation to them. Although this can be achieved 
through formal bankruptcy proceedings, it can also be accomplished in¬ 
formally outside the court system. An informal agreement will typically 
be accomplished more quickly than formal bankruptcy proceedings and 
is less expensive as it avoids excessive legal fees. All creditors must agree 
to this so-called private liquidation, or an alternative remedy will be 
necessary. 

To carry out a private liquidation, a law firm with expertise in liquida¬ 
tion will normally be hired to liquidate the debtor firm's assets. Once the 
assets are liquidated, the remaining funds are distributed to the creditors 
on a pro rata basis. 

Formal Remedies 

If creditors cannot agree to any of the informal remedies, the solution to 
the firm's financial problems will be worked out formally in the court sys¬ 
tem. The formal remedies are either reorganization or liquidation under 
bankruptcy. Whether a firm should reorganize or liquidate depends on its 
estimated value under each alternative. 

Reorganization Reorganization of a firm can include the termination of 
some of its businesses, an increased focus on its other businesses, revisions 
of the organizational structure, and downsizing. Consider a firm whose 
value as a "going concern" (a continuing business) would be $20 million 
after it reorganizes. Now consider the liquidation value of that firm, which 
is the amount of funds that would be received from liquidating all of the 
firm's assets. If the firm's liquidation value exceeds $20 million, it should 
be liquidated. The creditors would receive more funds from liquidation 
than they would expect to receive if the firm were reorganized. Con¬ 
versely, if its liquidation value is less than $20 million, the firm should be 
reorganized. 

In the case of reorganization, the firm or the creditors must hie a peti¬ 
tion. The bankruptcy court then appoints a committee of creditors to work 
with the firm in restructuring its operations. The firm is protected against 
any legal action that would interrupt its operations. The firm may revise its 
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capital structure by using less debt so that it can reduce its periodic interest 
payments owed to creditors. Once the restructuring plan is completed, it is 
submitted to the court and must be approved by the creditors. 

Liquidation under Bankruptcy If the firm and its creditors cannot agree on 
some informal agreement, and if reorganization is not feasible, the firm 
will hie for bankruptcy. A petition for bankruptcy may be hied by either 
the failing hrm or the creditors. 

The failing hrm is obligated to hie a list of creditors along with up-to- 
date hnancial statements. A law hrm is appointed to sell off the existing as¬ 
sets and allocate the funds received to the creditors. Secured creditors are 
paid with the proceeds from selling off any assets serving as their collateral. 


College Health Club: Financing at CHC 

One of the decisions that Sue Kramer needs to make as part of her business plan for Col¬ 
lege Health Club (CHC) is how to finance the business. Sue has obtained a loan for $40,000 
to finance CHC. One advantage of using debt rather than obtaining additional equity is 
that the interest payments are tax-deductible. A second advantage is that since Sue has 
not accepted an equity investment from another person, she has full control over the busi¬ 
ness. The disadvantage of using debt rather than equity financing is that CHC will incur an 
interest expense each month as long as the loan exists. Sue expects that the annual inter¬ 
est expense will be $4,000, which means that CHC's earnings before taxes will be $4,000 
less than if it had no debt. Sue decided to use debt financing rather than additional equity 
financing because she prefers to be the sole owner and feels confident that CHC can af¬ 
ford the $4,000 interest payment. 

Sue also has to decide whether to purchase the land and facilities for the health club 
or lease the space. The advantage of owning assets such as the weight and exercise ma¬ 
chines and the facilities is that they would be hers to keep, unless she sold them. In addi¬ 
tion, she would not have to make lease payments. The disadvantage, however, is the 
expense associated with purchasing the equipment and facilities. To purchase them, 
she would need a very large loan. Creditors might not be willing to extend such a large 
amount. Even if they did, her interest payments would be much higher because of the 
large loan. Also, leasing gives her flexibility. If Sue decides to discontinue the business, for 
example, she will not need to find a buyer for the equipment or facilities. Given the advan¬ 
tages of leasing, Sue has decided to lease the equipment and the facilities. If she accumu¬ 
lates substantial funds in the future, she will reconsider whether to purchase these assets. 
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Summary 


□ The common sources of debt 
financing are obtaining bank loans, 
issuing bonds, or issuing commercial 
paper. 

The financial institutions that 
provide loans to firms are commer¬ 
cial banks, savings institutions, and 
finance companies. The financial in¬ 
stitutions that commonly purchase 
the corporate bonds issued by firms 
are insurance companies, pension 
funds, and bond mutual funds. 

El The common sources of equity 
financing are retaining earnings and 
issuing stock. The financial institu¬ 
tions that purchase stocks issued by 
firms are insurance companies, pen¬ 
sion funds, and stock mutual funds. 

^3 When firms issue debt securi¬ 
ties or stocks, they normally hire an 
investment bank. The investment 
bank may provide advice on the 
amount of securities the firm should 
issue (origination), underwrite 
the securities, and find buyers of 
the securities that the firm issues 
(distribution). 

il 

■■ In addition to debt financing 
and equity financing, firms may also 
obtain financing from suppliers. A 
firm may be given a period of time 
to make payment after the supplies 
are delivered. Since the firm is not 


required to pay for the supplies im¬ 
mediately, it is essentially receiving 
funding from the supplier. The firm 
may be given only a short-term pe¬ 
riod such as one month to make 
payment, however, so such an 
arrangement with a supplier does 
not provide long-term financing. 

Firms may also be able to 
finance investments in their busi¬ 
ness by leasing. In this case, they 
rent (rather than own) buildings, 
machinery, or other assets that they 
need for operations. By leasing as¬ 
sets rather than buying then, a firm 
does not need to obtain funding. It 
only needs to make the monthly 
lease payment for the use of those 
assets. 

E3 Firms may prefer to use debt 

financing over equity financing be¬ 
cause the interest payments are tax- 
deductible. This can allow debt to 
be a relatively cheap form of financ¬ 
ing. However, a high level of debt 
financing results in a high level of 
interest payments, which could 
make it difficult for the firm to make 
those payments. Therefore, firms 
may prefer to avoid such a risk by 
using some equity financing as well. 
With equity financing, the firm 
does not have to make periodic 
payments. 

When a firm performs poorly, 
it may not have sufficient funds to 


repay its debt. It may need to sell all 
of its assets and use the proceeds to 
pay off part of the debt. Alterna¬ 
tively, it could attempt to obtain an 
extension from its creditors; an ex¬ 
tension allows additional time for 
the firm to cover its debt payments. 
Another possibility is to negotiate a 
composition agreement, in which 
the creditors accept a portion of 
what they are owed, and the firm 
may be able to stay in business. 

How the Chapter Concepts 
Affect Business 
Performance 

A firm's decisions regarding the 
financing concepts summarized here 
can affect its performance. Several 
methods of financing can be used, 
and no method is perfect for every 
situation. The firm must recognize 
the tradeoffs involved. The use of 
debt is especially desirable when the 
firm can borrow at a low interest 
rate and when it can easily afford to 
cover its interest payments. Equity 
financing may be more appropriate 
when the firm cannot afford interest 
payments. However, equity financ¬ 
ing typically results in more owners 
of the business, so the profits are ul¬ 
timately shared among more in¬ 
vestors. Thus, the return on equity 
could decline as a result of an in¬ 
crease in equity financing. 





626 


PART VI 


FINANCIAL MANAGEMENT 



best-efforts basis 613 
bond mutual funds 607 
bonds 604 
call feature 604 
capital 600 


capital structure 617 
commercial banks 606 
commercial paper 605 
common stock 608 
composition 623 


debt financing 599 
dividend policy 607 
equilibrium interest rate 
(chap, appendix) 635 
equity financing 607 



















































































































CHAPTER 16 


FINANCING 627 


extension 622 
finance companies 606 
flotation costs 614 
indenture 604 

initial public offering (IPO) 609 
insurance companies 606 
leasing 616 
liquidation value 623 
mutual funds 607 


par value 604 
pension funds 606 
preferred stock 608 
prime rate 601 
private liquidation 623 
private placement 614 
prospectus 614 
protective covenants 605 
public offering 613 


savings institutions 606 
secondary market 611 
secured bonds 604 
stock mutual funds 609 
underwriting syndicate 614 
underwritten 613 
unsecured bonds 604 
venture capital firm 608 


Review & Critical Thinking Questions 


1. Compare the use of funds re¬ 

7. 

List the common types of credi¬ 

14. What services do investment 

quired by a service firm with 


tors that can provide debt fi¬ 

banks provide to clients that are 

the use of funds required by an 


nancing to firms. 

doing an IPO? 

industrial firm. 

8. 

Briefly describe the common 

15. Why might the amount of funds 

2. What factors do lenders use to 


methods of equity financing for 

a firm needs to raise affect its 

assess the creditworthiness of 


a firm. 

willingness to do an IPO? 

firms? 

9. 

What are the advantages and 

16. What are the informal remedies 

3. What determines the loan rate a 


disadvantages of IPOs (initial 

for business failure? What are 

business could obtain? 


public offerings)? 

the formal remedies? 

4. When would a firm obtain a 

10. 

What is the difference between 

17. What does the term liquidation 

floating-rate loan rather than a 


debt financing and equity 

value mean? What is value as a 

fixed-rate loan? 


financing? 

going concern ? 

5. When a firm plans to issue 

11. 

Identify and explain other meth¬ 

18. What services do venture capital 

bonds, what legal document is 


ods of obtaining funds that a 

firms provide in addition to their 

created by the firm, and what is 


firm can use in addition to debt 

capital investment in the firm? 

included in this document? 


financing and equity financing. 

19. What are the benefits to in¬ 

6. What is the call feature associ¬ 

12. 

What factors influence a firm's 

vestors of owning preferred 

ated with bonds? Do callable 


choice of financing? 

stock? What are the benefits to 

bonds have higher or lower in¬ 
terest rates than noncallable 
bonds? 

13. 

List and briefly describe the fac¬ 
tors that affect a firm's dividend 
policy. 

holding common stock? 

Discussion Questions 

_ A 



1. You are a financial manager. 
Why would you want to use a 
very high degree of financial 
leverage for your firm? 

2. You are a business entrepreneur 
who is starting a business that 
requires a $100,000 investment. 
You have very little cash; how¬ 
ever, you own your own home 
that is appraised at $220,000, 


and you own a car valued at 
$10,000. Both of these assets are 
free and clear from any indebt¬ 
edness. Offer opinions on how 
you might negotiate a loan with 
the bank. 

3. How can a firm use the Internet 
and technology to research 
financing alternatives? 


4. You are a vice-president of fi¬ 
nance for a large privately held 
corporation and you must raise 
$20 million for a project. Discuss 
why you might consider an IPO. 

5. Why do you think stockholders 
of a firm that is performing very 
well would prefer that the firm 
pay only a low percentage of its 
earnings as dividends? 
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6. Why might the owners of a firm 
prefer debt financing to equity 
financing? 

7. You are the owner of a small 
florist business. You need to raise 
$50,000 to buy new showcases 
for your flowers. What alterna¬ 


tives for raising the funds are 
available to you? 

8. Why might a creditor prefer 
informal remedies to formal 
remedies in the event of a 
business failure? 


9. What are the differences be¬ 
tween the IPO market and the 
secondary market? 

10. Why is a firm more likely to be 
able to get a loan from a bank if 
it can provide collateral? 


It’s Your Decision: Financing Decisions at DHD 

1. If CHC expands by creating three new health clubs, should Sue Kramer (CHC's presi¬ 
dent) finance the expansion with an initial public offering? 

2. How can CHC obtain additional funds if Sue does not want to borrow any more funds? 

3. What is a disadvantage of CHC obtaining additional financing with borrowed funds? 

4. If Sue decides to expand CHC's existing facilities, why must she first consider its financial 
situation? 

5. Recall that Sue expects total expenses of $142,000 in CHC's first year. She will price 
memberships at $500 and expects to attract 300 members in the first year. She can re¬ 
duce CHC's debt by $3,600 if she does not spend any money on marketing this year. 
However, the expected membership in the first year would be only 280 rather than 300 
if no marketing is conducted. 

a. What is the expected level of earnings in the first year if Sue decides to reduce CHC's 
debt as described here? 

b. Should CHC's debt level be reduced in the manner described here? Explain. 

6. A health club differs from manufacturing firms in that it produces a service rather than 
products. Why are manufacturing firms more likely to go public than service firms? 
When service firms go public, how do you think they expand? By expanding one or 
a few facilities? Or by creating a large number of smaller facilities around the United 
States? 



Investing in a Business 


Using the annual report of the firm in which you would 
like to invest, complete the following: 

Q Has the firm obtained new funding over the last 
year? If so, how? 

When the firm borrows funds, does it rely mostly 
on loans from commercial banks, or does it issue 
bonds? 

Has the firm's degree of financial leverage changed 
in the last year because of new financing? If so, 
has the degree of financial leverage increased or 
decreased? 


Q Explain how the business uses technology to pro¬ 
vide information on its financing alternatives and 
decisions. For example, does it use the Internet to 
provide information on interest rates on debt in¬ 
struments that it issues? Does it provide informa¬ 
tion on the stock price received when issuing stock? 

Q Go to http://hoovers.com and locate the NEWS 
SEARCH. Type in the name of the firm in the 
space provided, and review the recent news stories 
about the firm. Summarize any (at least one) re¬ 
cent news story about the firm that applies to one 
or more of the key concepts in this chapter. 
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Case: The IPO Decision 


Lauderdale Clothing manufactures shirts and pants with 
the Lauderdale logo. It is attempting to engage in an 
initial public offering (IPO). Three years ago, the firm 
planned an IPO, but because market conditions and 
earnings for the year came in below expectations, the 
full value of the firm would not have been realized. 
Therefore, the plan was scrapped. 

In the last three years, sales have increased by 20 
percent and are currently over $250 million. Further¬ 
more, profits have increased to more than $60 million, 
up from last year's profits of $32 million. 

The investment banker that will issue the stock for 
Lauderdale Clothing believes that Lauderdale is in much 
better financial shape today and better prepared to un¬ 
dertake an IPO of stock. The company has developed 
stronger management and has aggressively pursued in¬ 
ternational business. 


Questions 

Q Explain why the IPO is expected to be more suc¬ 
cessful now than it would have been three years 
ago. 

Q What is the role of the investment banker in this 
IPO? 

Q Explain what types of debt and equity financing 
Lauderdale Clothing could undertake now and in 
the future. 

Q Assume that Lauderdale Clothing prefers debt over 
equity financing. Why might this strategy change 
in the future? 


Video Case: Venture Capital Financing 


Venture capital firms, such as Woodside Funds, are in¬ 
tent on making a high return on their investment. In 
addition to financing they provide contacts, and other 
assistance to new businesses and monitor their opera¬ 
tions. To obtain financing from a venture capital firm, 
entrepreneurs must first get an initial meeting with 
the firm where they can explain their project. Providers 
of venture capital say that a entrepreneur can attract 
their attention by submitting a business plan that cap¬ 
tures the business model, financing requirements, and 
prospects of the company. It also helps to have connec¬ 
tions to someone inside the venture capital firm. Ven¬ 
ture capital firms invest in only about 1 percent of the 
proposals they receive. They prefer to invest in large, 
demand-driven markets with a great deal of perceived 
consumer need. Managers of start-up firms say that it is 
easier to raise $ 10 million than small incremental equity 
investment and that they have to put their own capital 
at risk to make their firms successful. Firms such as 
Blockbuster have used venture capital firms. 

Angel investors invest their own money in firms 
that venture capital firms may not invest in, but they 


are difficult to find. A strong management team is im¬ 
portant in selling the business plan to either angel in¬ 
vestors or venture capital firms. Some firms have to go 
public to obtain the funds they need to grow. Venture 
capital firms plan to harvest their investment within a 
few years and often take companies public in order to 
cash out their positions. 

Questions 

Q What role do venture capital firms play in financ¬ 
ing and monitoring small firms? 

Q Why do venture capital firms prefer to invest in 
firms that have a high level of perceived need? 

Q What are angel investors? How do they provide 
funding for new firms? 

Q Why do firms go public? Why do venture capital 
firms take firms public? 
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Internet Applications 


1. http://biz.yahoo.com/ipo 

What information does this website provide regarding 
initial public offerings? Which firms are going to do an 
IPO in the near future? Click on the profile of a firm 
listed at the website. What industry is your firm in? 
What kinds of products does it produce? How many 
shares are being filed? 

2. http://www.bonds-online.com 

What kinds of information and services does this site 
provide to potential bond investors? Click on "Investor 
Tools and Preferreds Online." What benefits do pre¬ 


ferred stocks offer? Now go back to http://www.bonds- 
online.com. Click on "Today's Market." What is the out¬ 
look for today? 

3. http://www.nyssbdc.org 

If you were a manager of a small business in New York, 
what information at this website would you consider 
useful? Click on "Specialty Programs." In addition to 
business plan organization, what kinds of advice does 
the Small Business Administration provide to owners of 
small businesses? 


Dell's Secret to Success 


oeti 


Go to http://www.reportgallery.com and review Dell's 
most recent annual report. Also, go to Dell's website 
(http://www.dell.com) and in the section "about Dell," 
review the background material about Dell that relates 
to this chapter. 

Questions 

Q Some firms rely more on debt than on equity as a 
source of funds, which can strain their cash flow 


because they have to make large debt payments. 
Review Dell's debt versus its equity. Describe its 
debt level. 

Do you think Dell relies too much on debt? 

Q Dell's website describes its initial public offering in 
1988, just four years after its business was created. 
It raised $30 million from its offering. Why do you 
think Dell needed to issue stock? 
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True or False 

1. Debt financing is the act of issuing stock or retain¬ 
ing earnings. 

2. A common form of collateral is the asset purchased 
with the borrowed funds. 

3. Both bonds and commercial paper represent debt 
financing sources for a firm. 

4. The higher a firm's probability of default, the lower 
the interest rate charged for a loan. 

5. A call feature on a bond allows the issuing firm to 
repurchase the bond before maturity. 

6. Par value represents the rate of interest charged on 
loans to the most creditworthy firms. 

7. Preferred stock is a security that represents partial 
ownership of a particular firm and offers specific 
priorities over common stock. 

8. When firms obtain all new financing by going pub¬ 
lic, they do not increase future interest payments to 
creditors. 

9. The issuance of an excessive amount of securities 
can cause a decline in market prices, because the 
supply of securities issued may exceed the demand. 

10. A firm can increase its financial leverage by increas¬ 
ing the proportion of equity financing in its capital 
structure. 

Multiple Choice 

11. Firms obtain capital (funds) in the form of: 

a) inventory and accounts receivable. 

b) revenues and expenses. 

c) equity and assets. 

d) working capital and cost of goods sold. 

e) debt and equity. 


12. When comparing manufacturing firms to service 
businesses, we find that manufacturing firms: 

a) borrow more funds. 

b) have fewer dollars invested in assets. 

c) pay larger dividends than other businesses. 

d) use less financial leverage. 

e) accumulate less retained earnings. 

13. When assessing the creditworthiness of a business, 
a lender will consider all of the following factors 
except: 

a) planned use of the borrowed funds. 

b) financial condition of the firm. 

c) industry outlook. 

d) voting rights of preferred stockholders. 

e) availability of collateral. 

14. When firms apply for loans, they must organize 
and project their future revenue and expenses in 
a detailed: 

a) marketing mix. 

b) production plan. 

c) accounting plan. 

d) financial plan. 

e) production schedule. 

15. Long-term debt securities purchased by investors 
are called: 

a) corporate bonds. 

b) common stock. 

c) preferred stock. 

d) accounts payable. 

e) notes payable. 

16. Firms that expect interest rates to fall will likely: 

a) pay dividends to their stockholders. 

b) borrow funds at double the prime rate. 

c) borrow funds with a fixed-rate loan. 

d) borrow funds with a floating-rate loan. 

e) default on their existing bonds. 
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17. When a firm plans to issue bonds, it explains its 
obligations to bondholders in a legal document 
known as a(n): 

a) equity ownership. 

b) asset acquisition. 

c) sales revenue. 

d) indenture. 

e) note payable. 

18. The interest rate paid on bonds issued by firms is 
influenced not only by prevailing interest rates but 
also by the firm's: 

a) retained earnings. 

b) risk level. 

c) dividend policy. 

d) earnings per share. 

e) return on equity. 

19. Moody's and Standard & Poor's: 

a) rate the firm's ability to cover interest payments 
on its existing debt. 

b) organize investor syndicates. 

c) issue initial public offerings. 

d) evaluate the credibility of the firm's financial 
statements. 

e) predict the amount of dividends the firm will pay 
in the future. 

20. All of the following are creditors that can provide 
debt financing to firms except: 

a) commercial banks. 

b) insurance companies. 

c) management consultants. 

d) pension funds. 

e) mutual funds. 

21. Investment companies that invest pooled funds 
from individual investors are: 

a) mutual funds. 

b) bond indentures. 

c) new primary issues. 

d) retained earnings. 

e) cash dividends. 


22. _represent earnings of the firm that are 

reinvested into the business. 

a) Dividends 

b) Collateral 

c) Retained earnings 

d) Working capital 

e) Capital structure 

23. If a privately held firm desires to obtain additional 
funds and "go public,"it will: 

a) borrow funds from a commercial bank. 

b) sell bonds in the primary market. 

c) merge with a multinational corporation. 

d) engage in a public commercial paper offering. 

e) engage in an initial public offering. 

24. A group of investment banks that share the obliga¬ 
tions of underwriting the securities is a(n): 

a) bond indenture. 

b) corporate charter. 

c) savings and loan institution. 

d) mutual savings bank. 

e) underwriting syndicate. 

25. Fees charged by investment banks for their efforts 
in selling a firm's securities are called: 

a) coupon payments. 

b) best-effort fees. 

c) cost of capital. 

d) interest fees. 

e) flotation costs. 

26. Corporate stock and bond issues must be registered 
with the: 

a) Federal Trade Commission. 

b) Securities and Exchange Commission. 

c) Internal Revenue Service. 

d) Department of Commerce. 

e) Bureau of Labor. 
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27. Some firms prefer to finance the use of assets by 
renting the assets for a specified period of time. 
This is referred to as: 

a) capital structure. 

b) leasing. 

c) retained earnings. 

d) sales revenue. 

e) notes payable. 

28. The composition of debt versus equity financing 
is known as: 

a) retained earnings. 

b) revenue. 

c) asset composition. 

d) working capital. 

e) capital structure. 

29. Which of the following describes the best response 
for a firm anticipating a long-term decline in sales? 

a) The firm should increase the proportion of debt 
in its capital structure. 

b) The firm should increase the proportion of 
bonds in its capital structure. 

c) The firm should decrease the proportion of 
preferred stock in its capital structure. 

d) The firm should decrease the proportion of debt 
in its capital structure. 

e) The firm should increase dividends to its stock¬ 
holders. 

30. Firm A and Firm B have identical earnings. Firm A 
has a higher proportion of debt in its capital struc¬ 
ture than does Firm B. Firm A will likely: 

a) achieve a lower return on equity than Firm B. 

b) achieve a higher return on equity than Firm B. 

c) have a lower degree of financial leverage than 
Firm B. 

d) have a lower degree of financial risk than Firm B. 

e) have a greater proportion of equity in its capital 
structure. 


31. A firm with mostly debt in its capital structure will 
likely have: 

a) low inventory turnover. 

b) high accounts receivable. 

c) high retained earnings. 

d) a large amount of preferred stock. 

e) high interest payments. 

32. Some firms target their dividend payment as a per¬ 
centage of their: 

a) present debt level. 

b) past debt level. 

c) future earnings. 

d) revenue. 

e) capital structure. 

33. Shareholder expectations and the firm's financing 
needs are two characteristics that can influence 
the firm's: 

a) exchange rates. 

b) governmental relationships. 

c) dividend policy. 

d) foreign exchange. 

e) countertrade. 

34. Which of the following forms of financing does not 
require a fixed payment? 

a) bonds 

b) stocks 

c) bank loans 

d) leases 

e) commercial paper 

35. U.S. firms doing business overseas typically: 

a) borrow funds locally and repay in local currency. 

b) borrow funds in the United States and repay in 
the local currency. 

c) borrow funds in the United States and repay in 
dollars. 

d) borrow funds locally and repay in dollars. 

e) avoid debt financing entirely because of cur¬ 
rency fluctuations. 
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Chapter 16 Appendix 

How Interest Rates Are Determined 



Firms closely monitor interest rates because they affect the cost of borrow¬ 
ing money. The interest rate is the price charged for borrowing money. 
Managers of firms should understand how interest rates change and 
should recognize the factors that can cause interest rates to change, as ex¬ 
plained by this appendix. 


How Interest Rates Change 


The interest rate on funds to be borrowed is influenced by the supply of 
loanable funds (provided by depositors) and the demand for those loanable 
funds by borrowers. The interaction between demand and supply causes 
interest rates to change, as explained next. 

Demand for Loanable Funds 

To illustrate the effects of demand on interest rates, assume that the United 
States has only one commercial bank. The bank receives all deposits from 
depositors and uses all the funds to make loans to borrowers. Demand for 
loans by borrowers will vary with the interest rate the bank charges on 
loans. The higher the interest rate it charges, the lower the amount of loan¬ 
able funds demanded (requested for loans). This is because some firms 
(and other borrowers) are unwilling to pay a high interest rate. If the in¬ 
terest rate is too high, firms may simply not borrow the funds they were 
hoping to use for expansion. Consider the demand schedule for loanable 
funds shown in the second column of Exhibit 16A.L The demand sched¬ 
ule for loanable funds is also shown on the graph in Exhibit 16A. 1 and is 
labeled Dj. This schedule shows the inverse relationship between the in¬ 
terest rate and the quantity of loanable funds demanded. 


Supply of Loanable Funds 

The quantity of funds supplied (by depositors) to the bank is also related to 
possible interest rate levels, but in a different manner. The higher the in¬ 
terest rate offered on deposits, the higher the quantity of loanable funds (in 
the form of deposits) that will be supplied by depositors to banks. The sup¬ 
ply schedule for loanable funds to be supplied by depositors is shown in the 
third column of Exhibit 16A. 1. It is also shown on the accompanying graph 
and is labeled S,. This schedule shows the positive relationship between the 
interest rate and the quantity of funds supplied. 


Combining Demand and Supply 

Interest rates are determined by the interaction of the demand and supply 
schedules for loanable funds. Notice in Exhibit 16A.1 that at relatively high 
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Exhibit 16A.1 

How the Demand for and 
Supply of Loanable Funds 
Affect Interest Rates 


equilibrium interest rate 

the interest rate at which the 
quantity of loanable funds sup¬ 
plied is equal to the quantity of 
loanable funds demanded 


At an Interest 

Rate of: 

The Quantity of 

Loanable Funds 
Demanded by 

Borrowers Would Be: 

The Quantity of 
Loanable Funds 
Supplied by 

Savers Would Be: 

12% 

$300 billion 

$500 billion 

10% 

350 billion 

450 billion 

8% 

400 billion 

400 billion 

6% 

450 billion 

350 billion 



interest rates (such as 12 percent), the quantity of loanable funds supplied 
exceeds the quantity of loanable funds demanded, resulting in a surplus of 
loanable funds. When the interest rate is relatively low (such as 6 percent), 
the quantity of loanable funds supplied is less than the quantity of loan¬ 
able funds demanded, resulting in a shortage of funds. 

Notice from Exhibit 16A.1 that at the interest rate of 8 percent, the 
quantity of loanable funds supplied by depositors is $400 billion, which is 
equal to the quantity of loanable funds demanded by borrowers. At this in¬ 
terest rate, there is no surplus or shortage of loanable funds. The interest 
rate at which the quantity of loanable funds supplied is equal to the quan¬ 
tity of loanable funds demanded is called the equilibrium interest rate. 

Effect of a Change in the Demand Schedule 

As time passes, conditions may change, causing the demand schedule of 
loanable funds to change. Consequently, a change will occur in the equi¬ 
librium interest rate. Reconsider the previous example and assume that 
most firms suddenly decide to expand their business operations. This deci¬ 
sion may result from optimistic news about the economy. Those firms that 
decide to expand will need to borrow additional funds from the bank. As¬ 
sume that the demand schedule for loanable funds changes, as shown in 
Exhibit 16A.2. The graph in the exhibit shows that the demand curve shifts 
outward from Dj to D 2 . 

Now consider the effect of this change in the demand for loanable 
funds on the equilibrium interest rate, as shown in Exhibit 16A.2. Assum¬ 
ing that the supply schedule of loanable funds remains unchanged, there 
is now a shortage of loanable funds at the equilibrium interest rate. How¬ 
ever, at an interest rate of 10 percent, the quantity of loanable funds 
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Exhibit 16A.2 

Effect of a Change in the 
Demand for Loanable Funds 
on Interest Rates 


At an Interest 

Rate of: 

The Quantity of 

Loanable Funds 
Demanded Was: 

But the Quantity 
of Loanable Funds 
Demanded 

Would Now Be: 

12% 

$300 billion 

$400 billion 

10% 

350 billion 

450 billion 

8% 

400 billion 

500 billion 

6% 

450 billion 

550 billion 



Quantity of Loanable Funds 


supplied by savers will once again equal the quantity of loanable funds de¬ 
manded by borrowers. Therefore, the new equilibrium interest rate is 
10 percent. The graph in Exhibit 16A.2 confirms that the new equilibrium 
interest rate is 10 percent. 

Effect of a Change in the Supply Schedule 

Just as the demand schedule for loanable funds may change, so may the 
supply schedule. To illustrate how a change in the supply schedule can af¬ 
fect the interest rate, reconsider the original example in which the equi¬ 
librium interest was 8 percent. Now assume that savers decide to save more 
funds than they did before, which results in a new supply schedule of loan¬ 
able funds, as shown in Exhibit 16A.3. At any given interest rate, the quan¬ 
tity of loanable funds supplied is now higher than it was before. The graph 
in Exhibit 16A.3 shows how the supply curve shifts out from S! to S 2 . 

Now consider the effect of the shift in the supply schedule on the equi¬ 
librium interest rate. Assuming that the demand schedule remains un¬ 
changed, the supply of loanable funds will exceed the demand for loanable 
funds at the previous equilibrium interest rate of 8 percent. However, at an 
equilibrium interest rate of 6 percent, the quantity of loanable funds sup¬ 
plied by savers will equal the quantity of loanable funds demanded by bor¬ 
rowers. The graph in Exhibit 16A.3 confirms that the shift in the supply 
schedule from Sj to S 2 causes a new equilibrium interest rate of 6 percent. 

This discussion of interest rates has assumed just one single commer¬ 
cial bank that receives all deposits from savers and provides those funds as 
loans to borrowers. In reality, many commercial banks and other financial 
institutions provide this service. Nevertheless, this does not affect the gen¬ 
eral discussion of interest rates. The equilibrium interest rate in the United 
States is determined by the interaction of the total demand for loanable 
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Exhibit 16A.3 

Effect of a Change in the 
Supply of Loanable Funds 
on Interest Rates 


At an Interest 

Rate of: 

The Quantity of 

Loanable Funds 

Supplied by 

Savers Was: 

But the Quantity 
of Loanable Funds 
Supplied by Savers 
Would Now Be: 

12% 

$500 billion 

$600 billion 

10% 

450 billion 

550 billion 

8% 

400 billion 

500 billion 

6% 

350 billion 

450 billion 



Quantity of Loanable Funds 


funds by all U.S. borrowers and the total supply of loanable funds provided 
by all U.S. savers. 


Factors That Can Affect Interest Rates 


Several factors can cause shifts in the demand schedule or supply schedule 
of loanable funds and therefore can cause shifts in equilibrium interest 
rates. Firms monitor these factors so that they can anticipate how interest 
rates may change in the future. In this way firms can anticipate how their 
interest owed on borrowed funds may change. 

Monetary Policy 

Recall that the Federal Reserve System can affect interest rates by imple¬ 
menting monetary policy. As the money supply is adjusted, so is the sup¬ 
ply of funds that can be lent out by financial institutions. When the Fed 
increases the supply of funds, interest rates decrease (assuming no change 
in demand for funds). Conversely, when the Fed reduces the supply of 
funds, interest rates increase. 

Economic Growth 

When economic conditions become more favorable, firms tend to make 
more plans for expansion. They borrow more money, which reflects an 
increase in their demand for loanable funds. Assuming that the supply of 
loanable funds remains unchanged, the increased demand for loanable 
funds will result in a higher equilibrium interest rate. 
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The Wall Street Journal, BusinessWeek, and other business publications 
frequently monitor the indicators of economic growth and suggest how in¬ 
terest rates may be affected. A common headline might be something like 
this: "Economic Growth Increases; Higher Interest Rates Expected." When 
firms read this headline, they may interpret it as both good news and bad. 
The good news is higher economic growth, which may increase the de¬ 
mand for the firm's products, thereby increasing the firm's revenue. The 
bad news is that if the higher economic growth leads to higher interest 
rates, it may also increase the annual interest expenses owed by the firm 
on its borrowed funds. 

Conversely, a decline in economic growth can cause firms to reduce 
their plans for expansion. If firms expect poor economic conditions, they 
may decide not to expand because they anticipate that the demand for 
their products may decline. If firms demand (borrow) less loanable funds, 
and the supply of loanable funds remains unchanged, the equilibrium in¬ 
terest rate will decline. 

To confirm the relationship just described, consider the effects of a 
weak economy during 2001 and 2002. In that period, firms lowered their 
demand for loans because of pessimism about the future, and interest rates 
decreased substantially. 

Expected Inflation 

When consumers and firms expect a high rate of inflation, they tend to 
borrow more money. To understand why, assume you plan to purchase a 
Ford Mustang in two years, once you have saved enough money to pay for 
it with cash. However, if you believe that the price of the Mustang you wish 
to purchase will rise substantially by then, you may decide to use borrowed 
funds to buy it now before the price rises. So, when the rate of inflation in 
the United States is high (or is expected to be high in the near future), 
many consumers attempt to purchase automobiles, homes, or other prod¬ 
ucts before the prices rise. Firms may also purchase machinery or build¬ 
ings before the prices rise. These conditions cause an increase in the 
demand for loanable funds by consumers and firms, which results in 
higher interest rates. This explains why U.S. interest rates tend to be high 
when U.S. inflation is high. 

Expectations of lower inflation can have the opposite effect. Con¬ 
sumers and firms may be more willing to defer making some purchases if 
they cannot afford them. They may wait until they are in a better financial 
situation. When planned purchases are put off until the future, consumers 
and firms do not need to borrow as much money. Given a lower demand 
for loanable funds, the interest rate should decline. 

Changes in expected inflation could also affect the supply of loan¬ 
able funds. However, the demand for loanable funds tends to be much 
more sensitive than the supply of loanable funds to changes in expected 
inflation. 

Savings Behavior 

As the savings behavior of people changes, so does the supply schedule of 
loanable funds, and so does the interest rate. For example, if people be¬ 
come more willing to save money, this increases the amount of money that 
will be deposited in banks at any possible interest rate. Since the amount 
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Exhibit 16A.4 

Summary of Key Factors 
That Affect Interest Rates 



of funds that can be loaned out by banks to borrowers has increased, a sur¬ 
plus of funds is available at the previous equilibrium interest rate. There¬ 
fore, the new equilibrium interest rate will decline to the level at which the 
quantity of funds supplied equals the quantity of funds demanded. 

Summary of Factors That Affect Interest Rates 

Four factors that influence interest rates have been identified and are 
illustrated in Exhibit 16A.4. The main effects of economic growth and 
inflation on interest rates occur as a result of influencing the demand for 
loanable funds. The main effects of savings behavior and monetary policy 
on interest rates occur as a result of influencing the supply of loanable 
funds. 

The factors that affect interest rates can all change at the same time. 
One factor may be pushing interest rates up while the others are pushing 
interest rates down. The final effect on interest rates may depend on which 
factor has the biggest impact. 































































Tropical Cruise Line's performance is 
highly dependent on how it invests 
its funds. Its investment decisions de¬ 
termine the type of cruise ships that 
it should build, the number of cruise 
ships that it should build, and the 
cruise journeys that it should offer. 
For any cruise ship that it builds, it 
needs to generate substantial cash 
flows over time for the investment to 
be feasible. 


The Learning Goals 
of this chapter are to: 


Explain capital budgeting and identify 
the types of investment decisions 
that a firm may make. 


Describe the capital budgeting tasks that 
are necessary to make business 
investment decisions. 


Describe the motive for investing in 
other firms (acquisitions), explain 
the merger process, and identify 
other types of restructuring 
that firms may use. 


Explain how firms make decisions for 
investing in short-term assets. 





Expanding the Business 


Whereas the previous chapter fo¬ 
cused on how firms obtain funds 
(financing), this chapter focuses on 
how firms utilize funds (business 
investment). A firm makes short¬ 
term investment decisions when it 
considers investing in accounts re¬ 
ceivable and inventory. It makes 
long-term investment decisions 
when it considers investing in 
long-term assets. Consider the 
situation ofTropical Cruise Line, 
which provides cruises from Miami 
to the Caribbean islands. It wants 
to expand its cruise business and 
must decide: 


► What types of investments 
should it consider? 

► What tasks are necessary 

to make business investment 
decisions? 

► How can it conduct an analy¬ 
sis of proposed investments 
to decide whether they are 
feasible? 

► How should it make decisions 
to invest in short-term assets? 

If Tropical Cruise Line can make in¬ 
vestment decisions properly, it will 
use its funds in a manner that is 


beneficial to its owners. That is, the 
benefits from expansion will ex¬ 
ceed the costs. Its decisions on in¬ 
vesting in short-term assets are 
also intended to enhance its busi¬ 
ness performance by using funds 
in an efficient manner. 

The types of decisions described 
above are necessary for all busi¬ 
nesses. This chapter explains how 
Tropical Cruise Line or any other 
firm can make investment deci¬ 
sions in a mannerthat maximizes 
the firm's value. 
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i 


Explain capital budgeting 
and identify the types of 
investment decisions that 
a firm may make. 


capital budgeting 

a comparison of the costs and 
benefits of a proposed project to 
determine whether it is feasible 


Investment Decisions 


Firms continually evaluate potential projects in which they may invest, 
such as the construction of a new building or the purchase of a machine. 
Many firms plan for growth every year. DuPont, IBM, and 3M Company 
expand by continually creating new products. Retailers such as The Gap 
and Abercrombie & Fitch expand by establishing new stores. To decide 
whether proposed projects should be implemented, firms such as The Gap 
conduct capital budgeting, which is a comparison of the costs and bene¬ 
fits of a proposed project to determine whether it is feasible. The costs of a 
project include the initial outlay (payment) for the project, along with the 
periodic costs of maintaining the project. The benefits of a project are the 
revenue it generates. 

For example, when McDonald's establishes a new restaurant, the ini¬ 
tial outlay includes the construction of the building, the furniture needed, 
utensils, and cooking facilities, ft also includes costs of food as well as labor. 
The benefits of this project are the revenue that the restaurant will gener¬ 
ate over time. In most cases, the precise amounts of a project's costs and 
benefits are not known in advance and can only be estimated. 

Many decisions that result from capital budgeting are irreversible. That 
is, if the project does not generate the benefits expected, it is too late to re¬ 
verse the decision. For example, if a restaurant is unsuccessful, its selling 
price will likely be much lower than the cost of establishing it. 

To illustrate how an inaccurate budgeting analysis can affect the firm, 
consider the case of Converse, which invested in a company called Apex 
One. Unfortunately, Converse underestimated the expenses involved in 
this project and overestimated the revenue. Consequently, just three 
months after the initial outlay, Converse terminated the project and in¬ 
curred a $41.6 million loss. As an illustration of how firms focus on each 
project's return versus its cost, consider the following statements from re¬ 
cent annual reports: 


"Our goal is to achieve a return on invested capital over the course of each 
business cycle that exceeds the company's cost of capital." 

—Boise Cascade 


" With a return on capital roughly three times our cost of capital, this strategy 
[of borrowing more funds to expand] makes even more sense now than 
before." 

—The Coca-Cola Company 

"All of our divisions use the measurement of return on invested capital rela¬ 
tive to the cost of capital as their standard." 

—Textron 


How Interest Rates Affect Investment Decisions 

Interest rates determine the cost of borrowed funds. A change in interest 
rates can affect the cost of borrowing as well as the project's feasibility. 
Firms require a return on projects that exceeds their cost of funds. If they 
use borrowed funds to finance a project and pay 15 percent on those 
funds, they would require a return of at least 15 percent on that project. 
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Before PepsiCo decided to 
establish a large plant in 
Beijing, China (shown here), 
it needed to conduct capital 
budgeting to determine 
whether the large invest¬ 
ment would be worthwhile. 



If interest rates decrease, the cost of financing decreases, and the firm's 
required rate of return decreases. Thus, a project once perceived by the 
firm as unfeasible may be feasible once the firm's required rate of return is 
lowered. 


capital budget 

a targeted amount of funds to be 
used for purchasing assets such as 
buildings, machinery, and equip¬ 
ment that are needed for long¬ 
term projects 


Capital Budget 

Firms plan a capital budget, or a targeted amount of funds to be used for 
purchasing assets such as buildings, machinery, and equipment that are 
needed for long-term projects. The annual capital budget for firms such 
as PepsiCo, The Coca-Cola Company, IBM, and ExxonMobil commonly 
exceeds $1 billion. The size of a firm's capital budget is influenced by the 
amount and size of feasible business projects. 

A firm's capital budget can be allocated across its various businesses. 
PepsiCo distributes its capital budget across snack foods and beverages. 

A capital budget can also be segmented by geographic markets. 
PepsiCo allocates its capital budget for projects in the United States and for 
projects in foreign countries. 


Classification of Capital Expenditures 

The types of potential capital expenditures considered by a brm can be 
broadly classibed into the following three categories. 

Expansion of Current Business If the demand for a brm's products increases, a 
brm invests in additional assets (such as machinery or equipment) to pro¬ 
duce a large enough volume of products to accommodate the increased de¬ 
mand. For example, many health-care brms have increased their capital 
budgets as they anticipate an increase in demand for their products. 

Development of New Business When brms expand the line of products that 
they produce and sell, they need new facilities for production. They may 
also need to hire employees to produce and sell the new products. Car 
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Small Business Survey 


Allocation of Business Investment 

In a recent National Small Business poll conducted for the NFIB Research Founda¬ 
tion, small business owners were asked how they allocated funds toward business 
investment in the last year. Their responses are shown below: 


Expansion into 
new products 
or services 

23% 


Safety or 
environmental 
improvements 

4% 


Extension of 
existing product 
or service lines 

21 % 


Other 

6 % 


Replacement 
and maintenance 
of assets 
46% 



The small business owners were also asked whether they plan to expand in the next 
three years. Their responses are shown here: 


Substantial 
growth — 


19 % 


Moderate 
— growth 

14 % 



Small 

growth 

43% 


manufacturers frequently invest millions of dollars per year to expand 
their product line and to improve their exporting capabilities. 

Investment in Assets That Will Reduce Expenses Machines and equipment wear 
out or become technologically obsolete over time. Firms replace old ma¬ 
chines and equipment to capitalize on new technology which may allow 
for lower expenses over time. For example, a new computer may be able 
to generate a firm's financial reports more economically than an older 
computer. The benefits of lower expenses may outweigh the initial outlay 
needed to purchase the new computer. 

Firms also purchase machines that can perform the work of employ¬ 
ees. For example, machines rather than employees could be used on an 
assembly line to package a product. The benefits of these machines are 
the cost savings that result from employing fewer workers. To determine 
whether the machines are feasible for this purpose, the cost savings must 
be compared with the price of the machines. 
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Factories like this automobile 
manufacturing facility com¬ 
monly rely on robotic equip¬ 
ment to produce products. 
The investment in robotic 
equipment is expensive and 
is only feasible if it will ulti¬ 
mately generate substantial 
cash flow for the firm over 
time. 



Decision Making Business Investment Decisions 

T ropical Cruise Line (introduced at the beginning of the chapter) offers cruises from 
Miami to various islands in the Caribbean Sea. The demand for its cruises is so high that 
its future cruises are fully booked through the winter months. It wants to build another 
cruise ship that will sail from Miami to the islands once a week. This is an important invest¬ 
ment decision because the ship may cost $200 million or more. Tropical Cruise Line does 
not want to make such a large investment unless it is confident that the benefits of the new 
ship outweigh the costs. 

1. How can Tropical's investment decision regarding a new ship influence its decision 
about how much financing it needs? 

2. How can Tropical's investment decision regarding a new ship influence its marketing 
decisions? 

ANSWERS: 1.Tropical's decision to invest in a ship would require a specific amount offunds.Tropical must decide how much 
cash to allocate toward the investment; the remainder is the amount of funding it must obtain. 2. Tropical's decision to in¬ 
vest in a ship will force it to do additional marketing to attract customers to reserve cruises on the new ship. 



Describe the capital 
budgeting tasks that are 
necessary to make 
business investment 
decisions. 


Capital Budqetinq Tasks 


The process of capital budgeting involves five tasks: 

► Proposing new projects 

► Estimating cash flows of projects 

► Determining whether projects are feasible 

► Implementing feasible projects 

► Monitoring projects that were implemented 
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Cross Functional Teamwork 

Cross Functional Relationships Involved in Business Investment Decisions 


hen financial managers make capital budgeting deci¬ 
sions, they rely on information from the production 
and marketing departments, as shown in the diagram be¬ 
low. The expected cash inflows resulting from a project are 
dependent on the expected sales to be generated by the 
project, which are normally forecasted by the marketing 
department.The expected cash outflows resulting from a 
project are dependent on the expected expenses incurred 


by the project. The marketing department can forecast the 
expenses that would be incurred by marketing (such as pro¬ 
motion expenses).The production department can forecast 
the expenses that would be incurred by production (such as 
labor expenses). The financial manager's ability 
to estimate a project's net present value is dependent 
on the input provided by marketing and production 
managers. 




Proposing New Projects 

New projects are continually proposed within the firm as various depart¬ 
ments or divisions offer input on new projects to consider. 

Estimating Cash Flows of Projects 

Each potential project affects the cash flows of the firm. Estimating the 
cash flows that will result from the project is a critical part of the capital 
budgeting process. Revenue received from the project represents cash 
inflows, while payments to cover the project's expenses represent cash 
outflows. The decision whether to make a capital expenditure is based on 
the size of the periodic cash flows (defined as cash inflows minus cash 
outflows per period) that are expected to occur as a result of the project. 

Determining Whether Projects Are Feasible 

Once potential projects are proposed and their cash flows estimated, 
the projects must be evaluated to determine whether they are feasible. 
Specific techniques are available to assess the feasibility of projects. One 
popular method is the net present value technique, which compares the 
expected periodic cash flows resulting from the project with the initial out- 
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mutually exclusive 

the situation in which only one of 
two projects designed for the same 
purpose can be accepted 

independent project 

a project whose feasibility can be 
assessed without consideration of 
any others 


lay needed to finance the project. This process is discussed in more detail 
in an appendix to this chapter. If the present value of the project's expected 
cash flows is above or equal to the initial outlay the project is feasible. Con¬ 
versely if the present value of the project's expected cash flows is below the 
initial outlay the project is not feasible. 

In some cases, the evaluation involves deciding between two projects 
designed for the same purpose. When only one of the projects can be ac¬ 
cepted, such projects are referred to as mutually exclusive. For example, a 
firm may be considering two machines that perform the same task. The 
two alternative machines are mutually exclusive because the purchase of 
one machine precludes the purchase of the other. 

When the decision of whether to adopt one project has no bearing on 
the adoption of other projects, the project is said to be independent. For 
example, the purchase of a truck to enhance delivery capabilities and the 
purchase of a large computer system to handle payroll processing are in¬ 
dependent projects. That is, the acceptance (or rejection) of one project 
does not influence the acceptance (or rejection) of the other project. 

The authority to evaluate the feasibility of projects may be dependent 
on the types of projects evaluated. Larger capital expenditures normally 
are reviewed by high-level managers. Smaller capital expenditures may be 
made by other managers. 


Implementing Feasible Projects 

Once the firm has determined which projects are feasible, it must focus on 
implementing those projects. All feasible projects should be given a prior¬ 
ity status so that those projects that fulfill immediate needs can be imple¬ 
mented first. As part of the implementation process, the firm must obtain 
the necessary funds to finance the projects. 


Small Business Survey 


Time Allowed for Investments to Pay Off 

In a recent National Small Business poll conducted for the NFIB Research Founda¬ 
tion, small business owners were asked the maximum number of years they allowed 
fora business investment to pay off (recover its expenses). Their responses are 
shown here: 


6-10 years 
30% 


11-20 years 

16 % 


More than 
— 20 years 

2 % 



Other 

30% 


5 years 
— or less 

22 % 
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obal Busines 


Global Investing 


U S. firms frequently consider investing funds in foreign 
projects. The Coca-Cola Company commonly invests 
more than $1 billion per year to expand its worldwide busi¬ 
ness. The Coca-Cola Company typically invests the bulk of its 
capital budget overseas, because international markets offer 
more opportunities for the company. 

When U.S. firms such as Coca-Cola consider the pur¬ 
chase of a foreign company, they conduct a capital budget¬ 
ing analysis to determine whether this type of project is 
feasible. The capital budgeting analysis required to assess a 
foreign project is more complex than the analysis for a do¬ 
mestic project because of the need to assess specific char¬ 
acteristics of the foreign country. First, the initial outlay 
required to purchase the foreign firm will depend on the ex¬ 
change rate at that time. The lower the value of the foreign 
currency needed, the lower the initial outlay needed by 
the U.S. firm to invest in the foreign country. Firms prefer to 
invest in foreign companies (or any other foreign projects) 
under these conditions. 


Firms that consider foreign projects must also deter¬ 
mine the required rate of return for the foreign project to be 
feasible. Many foreign projects are considered to be more 
risky than domestic projects, so U.S. firms require higher 
rates of return on foreign projects than on domestic proj¬ 
ects. A higher rate of return is required to compensate for 
the higher risk. Foreign projects in developing countries are 
especially risky because of the high probability that these 
projects could be terminated by the governments of those 
countries.This point is especially important in light of recent 
trends by U.S. firms to invest in large projects based in devel¬ 
oping countries. General Motors typically invests more than 
$100 million peryearin developing countries.The large 
amount of investment by General Motors in these countries 
suggests that it expects the projects to generate very high 
returns, making them worthwhile even though they are 
riskier than projects in the United States. 


■ 


Monitoring Projects That Were Implemented 

After a project has been implemented, it should be monitored over time. 
The project's actual costs and benefits should be compared with the esti¬ 
mates made before the project was implemented. The monitoring process 
may detect errors in the previous estimation of the project's cash flows. If 
any errors are detected, the employees who were responsible for project 
evaluation should be informed of the problem so that future projects can 
be evaluated more accurately. 

A second purpose of monitoring is to detect and correct inefficiencies 
in the current operation of the project. Furthermore, monitoring can help 
determine if and when a project should be abandoned (liquidated) by 
the firm. 

Summary of Capital Budgeting Tasks 

The five tasks necessary to conduct capital budgeting are summarized in 
Exhibit 17.1. The most challenging task is the estimation of cash flows, be¬ 
cause it is difficult to accurately measure the revenue and expenses that 
will result from a particular project. 
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Exhibit 17.1 

Summary of Capital 
Budgeting Tasks 


Decision Making 


Task 

Description 

Propose new projects. 

Propose new projects that require expenditures 
necessary to support expansion of existing busi¬ 
nesses, development of new businesses, or re¬ 
placement of old assets. 


Estimate cash flows of projects. Cash flows in each period can be estimated as the 

cash inflows (such as revenue) resulting from the 
project minus cash outflows (expenses) resulting 
from the project. 

Determine whether projects A project is feasible if the present value of its 

are feasible. future cash flows exceeds the initial outlay needed 

to purchase the project. 

Implement feasible projects. Feasible projects should be implemented, with 

priority given to those projects that fulfill immedi¬ 
ate needs. 

Monitor projects that were Projects that have been implemented need to be 

implemented. monitored to determine whether their cash flows 

were estimated properly. Monitoring may also 
detect inefficiencies in the project and can help 
determine when a project should be abandoned. 


Capital Budgeting Tasks 

R ecall that Tropical Cruise Line plans to build a new ship. Its financial managers consider 
the revenue that could be generated from a weekly cruise.The revenue is primarily 
determined by the price charged for a cruise and the number of customers who pay the 
price each week. The life of the cruise ship is expected to be 15 years, so it will generate 
revenue over that period. Next, the managers must estimate the cost of building the ship. 
They also need to estimate the cost of operating the ship, which includes food and other 
services on the ship as well as maintenance. 

1. Explain why the expected life of the cruise ship affects the firm's estimate of the rev¬ 
enue that will result from building the ship. 

2. What are some obvious factors that Tropical Cruise Line would consider when it 
attempts to estimate the revenue that would be generated by the cruise ship each 
month? 


ANSWERS: 1. The longer the expected life, the longer the ship can provide revenue. 2. The revenue for each month is depen¬ 
dent on the number of passengers and the price charged for a cruise. The size of the ship would dictate the amount of pas¬ 
sengers that would be on the ship at a given time. However, Tropical must consider that some cruises will not sell out, so 
there will be fewer passengers in some months. 
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Describe the motives for 
investing in other firms 
(acquisitions), explain 
the merger process, 
and identify other 
restructurings that 
firms may use. 


merger 

two firms are merged (or com¬ 
bined) to become a single firm 
owned by the same owners 
(shareholders) 

horizontal merger 

the combination of firms that en¬ 
gage in the same types of business 

vertical merger 

the combination of a firm with a 
potential supplier or customer 

conglomerate merger 

the combination of two firms in 
unrelated businesses 


Mergers and Other Forms of Restructuring 


Among the most expensive projects that a firm may consider are invest¬ 
ments in other firms through acquistions. The different types of mergers 
that firms may engage in are described here, followed by an examination 
of the motives for mergers and the merger process. Firms may also engage 
in other forms of restructuring including leveraged buyouts and divesti¬ 
tures, and those are described as well. 

Types of Mergers 

A firm may invest in another company by purchasing all the stock of that 
company. This results in a merger, in which two firms are merged (or com¬ 
bined) to become a single firm owned by the same owners (shareholders). 
A merger may be feasible if it can increase a firm's value either by increas¬ 
ing the return to the firm's owners or by reducing the firm's risk without 
a reduction in return. 

Mergers can be classified as one of three general types. A horizontal 
merger is the combination of firms that engage in the same types of busi¬ 
ness. For example, the merger between First Union Corporation and Wa¬ 
chovia Corporation was a horizontal merger, as it combined two large 
commercial banks. A vertical merger is the combination of a firm with a 
potential supplier or customer, such as General Motors' acquisition of a 
battery manufacturer that could produce the batteries for many of its au¬ 
tomobiles. A conglomerate merger is the combination of two firms in un¬ 
related businesses. For example, a merger between a book publisher and a 
steel manufacturer would be a conglomerate merger. The term conglomer¬ 
ate is sometimes used to describe a firm that is engaged in a variety of un¬ 
related businesses. 

Corporate Motives for Mergers 

Mergers are normally initiated as a result of one or more of the following 
motives. 

Immediate Growth A firm that plans for growth may prefer to achieve its ob¬ 
jective immediately through a merger. Consider a firm whose production 
capacity cannot fully satisfy demand for its product. The firm would need 
two years to build additional production facilities. To achieve an immedi¬ 
ate increase in production, the firm may search for a company that owns 
the appropriate facilities. By acquiring either part or all of such a company, 
the firm can achieve immediate growth in its production capacity, thereby 
allowing for growth in its sales. When Walt Disney Company purchased 
Capital Cities/ABC, it created more growth potential than if it had simply 
attempted to expand its existing businesses. 

Economies of Scale Growth may also be desirable to reduce the production 
cost per unit. Products that exhibit economies of scale can be produced at 
a much lower cost per unit if a large amount is produced. A merger may 
allow a firm to combine two production facilities and thereby achieve a 
lower production cost per unit. 

For example, assume that Firm A and Firm B produce a similar prod¬ 
uct. Also assume that each firm uses an assembly-line operation for about 
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Exhibit 17.2 

Illustration of How an 
Acquisition Can Generate 
Economies of Scale 


Firm 

Total 

Output 

Produced 

Variable 
Cost 
per Unit 

Variable 

Cost 

Fixed 

Cost 

(Rent) 

Total 

Cost 

Average 
Cost per 
Unit 


A 

500 units 

$10 

$5,000 

$6,000 

$11,000 

($11,000/500) = 

$22.00 

B 

400 units 

$10 

$4,000 

$6,000 

$10,000 

($10,000/400) = 

$25.00 

A & B 

Combined 

900 units 

$10 

$9,000 

$6,000 

$15,000 

($15,000/900) = 

$16.67 


eight hours per day and sells its product to its own set of customers. Firm 
A sells 500 units per month, while Firm B sells 400 units per month. The 
variable cost per unit is $10 for each firm. Each firm pays $6,000 per 
month to rent its own factory. This rent is a fixed cost because it is not af¬ 
fected by the amount of the product produced. If Firm A acquires Firm B, 
it will be able to serve both sets of customers, which will result in a higher 
production level. The factory can be used for 16 hours a day by running a 
second shift for the assembly line. 

Based on the initial assumptions, the average cost per unit for each 
firm is shown in Exhibit 17.2. Notice that when Firm A acquires Firm B, 
the average cost per unit is lower than it was for either individual firm. This 
occurs because only one factory is needed when the firms are merged. 
Thus, the average cost per unit declines when Firm A makes more efficient 
use of the factory. 

There may be additional ways for the combination of firms to reduce 
costs, beyond the savings resulting from renting only one factory. For ex¬ 
ample, assume each firm has its own accountant. Each firm pays a salary 
for this position, which reflects a fixed cost. However, Firm A's accountant 
may be able to cover all the accounting duties for the combined firm, 
which means that it need not incur the cost of Firm B's accountant. There¬ 
fore, it can further reduce costs by removing any job positions in Firm B 
that can be handled by Firm A's existing employees. 

Horizontal mergers are more likely to achieve economies of scale than 
vertical or conglomerate mergers because they involve firms that produce 
similar products. Firms with similar operations can eliminate similar posi¬ 
tions once the firms are combined. 

Managerial Expertise The performance of a firm is highly dependent on the 
managers who make the decisions for the firm. $ince the firm's value is 
influenced by its performance, its value is influenced by its managers. To 
illustrate this point, consider a firm called "Weakhrm" that has had weak 
performance recently because of its managers. This firm's value should be 
low if its performance has been weak and is not expected to improve. 

Also assume, however, that another firm in the same industry, called 
"$tronghrm," has more competent managers. If the managers of $tronghrm 
had been managing the operations of Weakhrm, the performance of Weak¬ 
hrm might have been much higher. Given this information, $tronghrm 
may consider purchasing Weakhrm. The price for Weakhrm should be rel¬ 
atively low because of its recent performance. Yet, once $tronghrm pur¬ 
chases Weakhrm, it can improve Weakhrm's performance. The owners 
(shareholders) of $tronghrm will beneht because their firm is able to ac¬ 
quire another hrm at a relatively low price and turn it into something more 
valuable. In other words, the additional earnings generated by $tronghrm 
following the acquisition may exceed the cost of the acquisition. 
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When an acquirer firm pur¬ 
chases a target, the success 
of the merger is dependent 
on its management. Its 
managers may be able to 
improve upon the operations 
of the target or motivate the 
employees of the target, 
so that the target's perfor¬ 
mance improves after the 
acquisition. 


The example just de¬ 
scribed occurs frequently. 
Some firms that have 
had relatively weak perfor¬ 
mance (compared with 
other firms in the indus¬ 
try) become targets. Con¬ 
sequently, weak firms are 
always in danger of being 
acquired. 

Some mergers can be 
beneficial when each firm 
relies on the other firm 
for specific managerial ex¬ 
pertise. For example, con¬ 
sider Disney's acquisition 
of the ABC television net¬ 
work. Disney produced 
movies that were sold to 
television networks. When 
television networks began 
to produce their own mov¬ 
ies, Disney could have had difficulty selling its movies to various net¬ 
works. By acquiring the ABC network, Disney could rely on the network 
to show some of its movies, while the ABC network was assured that it 
would be supplied with various popular Disney movies. Disney had ex¬ 
pertise as the producer of the product (movies), and ABC had expertise 
as the distributor of that product. Both firms benefited as a result of the 
acquisition. 

Tax Benefits Firms that incur negative earnings (losses) are sometimes at¬ 
tractive candidates for mergers because of potential tax advantages. The 
previous losses incurred by the company prior to the merger can be carried 
forward to offset positive earnings of the acquiring firm. Although the 
losses of the acquired firm have occurred prior to the acquisition, they re¬ 
duce the taxable earnings of the newly merged corporation. To illustrate 
the potential tax benefits, consider an acquisition in which the acquiring 
firm applies a $ 1 million loss of the acquired firm to partially offset its earn¬ 
ings. If the acquiring firm is subject to a 30 percent tax rate, it can reduce 
its taxes by $300,000 (computed as 30 percent times the $ 1 million in earn¬ 
ings that is no longer subject to tax because of applying the $ 1 million loss). 

Merger Analysis 

When a firm plans to engage in a merger or acquisition, it must conduct 
the following tasks: 

► Identify potential merger prospects. 

► Evaluate potential merger prospects. 

► Make the merger decision. 

Identify Potential Merger Prospects Firms attempt to identify potential merger 
prospects that may help them achieve their strategic plan. If the firm plans 
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for growth in its current line of products, it will consider purchasing (or 
"acquiring") companies in the same business. If it needs to restructure its 
production process, it may attempt to acquire a supplier. If it desires a more 
diversified product line, it may attempt to acquire companies in unrelated 
businesses. The firm's long-run objectives influence the selection of merger 
prospects that are worthy of evaluation. 

The size of the firm is also a relevant criterion, as some firms may be 
too small to achieve the desired objectives while others may be too large to 
acquire. The location is another possible criterion because a firm's product 
demand and production costs are dependent on its location. 

Evaluate Potential Merger Prospects Once merger prospects have been iden¬ 
tified, they must be analyzed thoroughly, using publicly available financial 
statements. The financial analysis may detect problems that will eliminate 
some prospects from further consideration. Prospects with deficiencies that 
can be corrected should still be considered, however. Along with the firm's 
financial condition, additional characteristics of each prospect must be as¬ 
sessed, including its reputation and labor-management relations. From this 
assessment, potential problems that may not be disclosed on financial 
statements can be detected. 

The firm planning the acquisition needs to evaluate the prospect's 
specific characteristics, such as its facilities, its dependence on suppliers, 
and pending lawsuits. Unfortunately, a full evaluation of such specific 
characteristics may not be possible unless the prospect provides the infor¬ 
mation. The firm planning the acquisition may contact the prospect to re¬ 
quest more detailed information. The prospect may comply if it is willing 
to consider the possibility of a merger. 

Make the Merger Decision Once the firm has identified a specific prospect it 
wishes to acquire, it can assess the feasibility of acquiring that prospect 


Sprint and Nextel merged 
their companies in an effort 
to improve their businesses. 
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tender offer 

a direct bid by an acquiring firm 
for the shares of a target firm 


by using capital budgeting analysis. Thus, the acquisition prospect can be 
evaluated just like any other project. The cost of this project is the outlay 
necessary to purchase the firm. The benefits are the extra cash flows that 
will be generated over time as a result of the acquisition. If the present 
value of the future cash flows to be received by the acquiring firm exceeds 
the initial outlay the acquisition is feasible. 

Merger Procedures 

If an attempt is made to acquire a prospect, that prospect becomes the "tar¬ 
get." It is set apart from all the other prospects that were considered. To 
carry out the acquisition, firms will normally hire an investment bank 
(such as Morgan Stanley or Goldman Sachs) for guidance. Some firms that 
continuously acquire or sell businesses may employ their own investment 
banking department to handle many of the necessary tasks. Most tasks can 
be classified into one of the following: 

► Financing the merger 

► Tender offer 

► Integrating the businesses 

► Postmerger evaluation 

Financing the Merger A merger normally requires a substantial amount of 
long-term funds, as one firm may purchase the existing stock of another 
firm. In a common method of financing a merger, a firm issues more of its 
own stock to the public. As new stock is sold to the public, the proceeds are 
used to purchase the target's stock. Alternatively, the acquiring firm may 
trade its new stock to the shareholders of the target firm in exchange for 
their stock. Instead of issuing new stock, the acquiring firm may also 
borrow the necessary funds to purchase the target's stock from its share¬ 
holders. 

Tender Offer The acquiring firm first contacts the management of the tar¬ 
get firm to negotiate a merger. The acquiring firm normally pays a pre¬ 
mium on the target firm's stock to make the deal worthwhile to the target 
firm's stockholders. 

When two firms cannot come to terms, the acquiring firm may attempt 
a tender offer. This is a direct bid by the acquiring firm for the shares of 
the target firm. It does not require prior approval of the target firm's man¬ 
agement. Thus, a tender offer could accomplish a merger even if the man¬ 
agement of the target firm disapproves. 

The acquiring firm must decide the price at which it is willing to pur¬ 
chase the target firm's shares and then officially extend this tender offer 
to the shareholders. The tender offer normally represents a premium of 
20 percent or more above the prevailing market price, which may be nec¬ 
essary to encourage the shareholders of the target firm to sell their shares. 
The acquiring firm can achieve control of the target firm only if enough of 
the target firm's shareholders are willing to sell. 

Integrating the Businesses If a merger is achieved, various departments 
within the two companies may need to be restructured. The key to suc¬ 
cessfully integrating the management of two companies is to clearly com¬ 
municate the strategic plan of the firm. In addition, the organizational 
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structure should be communicated to clarify the roles of each department 
and position. This includes identifying to whom each position will report 
and who is accountable for various tasks. If the roles are not clearly defined 
up front, the newly integrated management will not function properly. 
Tensions are especially high in the beginning stages of a merger, as the em¬ 
ployees of the acquired firm are not fully aware of the acquiring firm's 
plans. Once the merger has occurred, the personnel involved in the initial 
evaluation of the target firm should guide the integration of the two firms. 
For example, if the primary reason for a horizontal merger was to reduce 
the duplication of some managerial functions (to increase production 
efficiency), management of the newly formed firm should make sure that 
these reasons for initiating the merger are realized. 

A newly formed merger typically requires a period in which the pro¬ 
duction, financing, inventory management, capital structure, and divi¬ 
dend policies are reevaluated. Policies are commonly revised to conform to 
the newly formed firm's characteristics. For example, to deal with the 
larger volume of sales, inventory of the combined firm may need to be 
larger than for either original business (although perhaps not as large as 
the sum of both businesses). 

Although identifying ways in which a merger could be beneficial is of¬ 
ten easy, it may not be as easy to achieve those benefits without creating 
any new problems. As a final point, the process of creating the merger can 
also be much more expensive than originally anticipated and can often 
impose a financial strain on the acquiring company (especially when the 
target fights the takeover effort). Therefore, firms that are considering ac¬ 
quisitions should attempt to anticipate all types of expenses that may be in¬ 
curred as a result of the acquisitions. 

Postmerger Evaluation After the merger, the firm should periodically assess 
the merger's costs and benefits. Were the benefits as high as expected? 
Did the merger involve unanticipated costs? Was the analysis of the target 
firm too optimistic? Once the merger takes place, it cannot easily be re¬ 
versed. Thus, any errors detected from the analysis that led to the merger 
cannot be washed away. Nevertheless, the firm can learn lessons from 
any errors so that it will be able to evaluate future merger prospects more 
accurately. 

Defense against Takeover Attempts 

In some cases, managers of a target firm may not approve of the takeover 
attempt by the acquiring firm. They may believe that the price offered for 
their firm is less than it is worth or that their firm has higher potential if it 
is not acquired. They may view the potential acquiring firm as a shark ap¬ 
proaching for the kill (takeover). Under such conditions, management of 
the target firm can choose from a variety of "shark repellents" to defend it 
against the hostile takeover attempt. 

A common defensive tactic against a takeover attempt is to try to con¬ 
vince shareholders to retain their shares. Another tactic to avoid a merger 
is a private placement of stock. By selling shares directly (privately) to 
specific institutions, the target firm can reduce the acquiring firm's chances 
of obtaining enough shares to gain a controlling interest. The more shares 
outstanding, the larger the amount of shares that must be purchased by 
the acquiring firm to gain a controlling interest. 
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white knight 

a more suitable company that 
is willing to acquire a firm and 
rescue it from the hostile takeover 
efforts of some other firm 


leveraged buyout (LBO) 

the purchase of a company (or 
a subsidiary of a company) by a 
group of investors with borrowed 
funds 


divestiture 

the sale of an existing business by 
a firm 


A third defensive tactic is for the target firm to find a more suitable 
company (called a white knight) that is willing to acquire the firm and res¬ 
cue it from the hostile takeover efforts of some other firm. The white 
knight rescues the target firm by acquiring the target firm itself. Although 
the target firm no longer retains its independence, it may prefer being ac¬ 
quired by the white knight firm. 

Leveraged Buyouts 

In a leveraged buyout, or LBO, a group of investors purchase a company 
(or a subsidiary of a company) with borrowed funds. In many cases, the 
investors are the previous managers of the business. For example, consider 
a diversified firm that plans to sell off its financial services division to ob¬ 
tain cash. The management of this division may attempt to borrow the nec¬ 
essary funds to purchase the division themselves and become the owners. 
The newly owned business would be supported with mostly borrowed 
funds. 

Any business with characteristics that enable it to operate adequately 
with a large amount of borrowed funds is a potential candidate for an LBO. 
Such characteristics include established product lines, stable cash flow, and 
no need for additional fixed assets. These characteristics increase the prob¬ 
ability that a sufficient amount of cash flows will consistently be forth¬ 
coming to cover periodic interest payments on the debt. Growth normally 
is not a primary goal, since the firm does not have excess cash to expand 
and may have already borrowed up to its capacity. 

Although an LBO can place a strain on cash, it does offer an advantage. 
The ownership of the business is restricted to a small group of people. 
All earnings can be allocated to this group, creating the potential for high 
returns to the owners (although most earnings will likely be reinvested 
in the business in the early years). However, since businesses that experi¬ 
ence LBOs have a debt-intensive capital structure (high degree of financial 
leverage), they are risky. 

Divestitures 

A divestiture is the sale of an existing business by a firm. It is the reverse 
of investing in new assets. Firms may have several motives for divestitures. 
First, a firm may divest (sell) businesses that are not part of its core opera¬ 
tions so that it can focus on what it does best. For example, Eastman Ko¬ 
dak, Ford Motor Company, and many other firms have sold various 
businesses that were not closely related to their core businesses. A second 
motive for divestitures is to obtain funds. Divestitures generate funds for 
the firm because it is selling one of its businesses in exchange for cash. For 
example, CSX Corporation made divestitures to focus on its core railroad 
business and also to obtain funds so that it could pay off some of its exist¬ 
ing debt. 

A third motive for divesting is that a firm's "break-up" value is some¬ 
times believed to be greater than the value of the firm as a whole. In other 
words, the sum of a firm's individual asset liquidation values exceeds the 
market value of the firm's combined assets. This encourages firms to sell off 
what would be worth more when liquidated than when retained. 

Some firms are using technology to facilitate the process of divesting 
some divisions. They post the information about any division that they 
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Decision Making 


4 

Explain how firms make 
decisions for investing in 
short-term assets. 


working capital 
management 

the management of a firm's 
short-term assets and liabilities 

liquid 

having access to funds to pay bills 
when they come due 

liquidity management 

the management of short-term 
assets and liabilities to ensure 
adequate liquidity 

Treasury bills 

short-term debt securities issued 
by the U.S. Treasury 


wish to sell on their website so that it is available to any firm that may 
be interested in buying the division. For example, Alcoa has established 
an online showroom of the divisions that are for sale. By communicating 
the information online, Alcoa has reduced its hotel, travel, and meeting 
expenses. 


Deciding Whether to Acquire a Business 

T o understand the potential benefits of mergers, considerTropical Cruise Line, which 
provides cruises from Miami to the Caribbean islands. It is considering the acquisition 
of a casino on a small island. The casino is not easily accessible to tourists because the island 
does not have an airport. If Tropical acquires the casino, some of its cruise ships would add 
the island to their scheduled stops. The ships would stop at the island each day of the week 
to drop off tourists who want to visit the casino. Thus, the acquisition would allow the 
casino to perform much better than it has performed in the past. If Tropical becomes the 
owner of the casino, it will benefit from the casino's improved performance. 

1. Explain how Tropical's decision to acquire a business affects its decision regarding the 
amount of funds that it needs to borrow. 

2. Explain howTropical's decision to acquire a business may affect its marketing decisions. 

ANSWERS: 1. If Tropical decides to acquire a business, it will need sufficient funds to buy that business. 2. If Tropical decides 
to acquire a business, it may need to apply marketing to that business. 


Short-Term Investment Decisions 


Working capital management involves the management of a hrm's short¬ 
term assets and liabilities. A hrm's short-term assets include cash, short¬ 
term securities, accounts receivable, and inventory. Its short-term liabilities 
include accounts payable and short-term loans. Working capital manage¬ 
ment is typically focused on the proper amount of investment in a hrm's 
cash, short-term securities, accounts receivable, and inventory. All of these 
strategies can be classihed as a hrm's investment strategies. Working capi¬ 
tal management can be segmented into liquidity management, accounts 
receivable management, and inventory management. 

Liquidity Management 

Firms that are liquid have adequate access to funds to pay bills when they 
come due. Liquidity management involves the management of short-term 
assets and liabilities to ensure adequate liquidity. To remain liquid, hrms 
may maintain cash and short-term securities. For example, they may in¬ 
vest in Treasury bills, which are short-term debt securities issued by the 
U.S. Treasury. Treasury bills have maturities of 13 weeks, 26 weeks, and 
one year. Treasury bills offer a relatively low return. They provide a hrm 
with easy access to funds because they can easily be sold to other investors. 
When hrms need funds to cover expenses, they sell the Treasury bills and 
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Out of 
Business 


WHAT IS GOING 
ON NERE? 


HOUTOT>USWTWE 
SHOULD INCREASE OUR 
lEVELOF UOJJID ASSETS 


WE ARE NOW 
wv\w INVESTED 
IN UQUID ASSETS 



line of credit 

an agreement with a bank that 
allows a firm access to borrowed 
funds upon demand over some 
specified period 


use the proceeds to pay expenses. Firms such as DuPont and The Coca- 
Cola Company hold hundreds of millions of dollars worth of short-term se¬ 
curities to maintain liquidity 

Firms normally attempt to limit their holdings of cash and short-term 
securities so that they can use their funds for other purposes that generate 
higher returns. They can be liquid without holding cash and short-term se¬ 
curities if they have easy access to borrowed funds. Most hrms have a line 
of credit with one or more banks, which is an agreement that allows 
access to borrowed funds upon demand over some specified period (usu¬ 
ally one year). If a firm experiences a temporary shortage of funds, it can 
use its line of credit to obtain a short-term loan immediately. The interest 
charged by the banks on the loan is normally tied to some specified 
market-determined interest rate. Thus, the interest rate will be consistent 
with existing market rates at the time of the loan. Firms with a line of credit 
do not need to go through the loan application process. They can normally 
reapply for a new line of credit each year. 

Because of its line of credit, its cash, and its short-term securities, The 
Coca-Cola Company always has access to a sufficient amount of funds to 
pay its bills. 

When hrms build up an excessive amount of cash, they search for ways 
to use the excess. For example, they commonly use excess cash to repur¬ 
chase some of their existing stock. Alternatively, they may use excess cash 
to pay off some of their existing debt. 


Accounts Receivable Management 

Firms have accounts receivable when they grant credit to customers. By 
granting credit, hrms may generate more sales than if they required an im¬ 
mediate cash payment. Allowing credit has two potential disadvantages, 
however. The hrst is that the customers may not pay the credit balance 
for a long time. Thus, the hrm does not have use of the cash until several 
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Small Business Survey 


Investment Decisions by Small Businesses 

About 300 Entrepreneur of the Year award winners were surveyed by the accounting 
firm Ernst & Young to determine how they would invest funds if they received the 
ideal level of financing. The respondents were allowed to select more than one type 
of investment. Their responses are shown in the following chart: 


New plant or 
equipment 

More employees 

More inventory 

Additional employee 
benefits 

Research and 
development 

New stores or 
branches 

0 20 40 60 80 100 



Small Business Survey 


Extending Credit 

In a recent National Small Business poll conducted for the NFIB Research Founda¬ 
tion, small businesses were asked if they extend credit to business customers, to in¬ 
dividual customers, or to both types of customers. Their responses are shown here: 


Credit not 
extended 
3% 


Credit extended 
to business 
customers only 


28% 



Credit extended 
to individual 
customers only 

15 % 


Credit extended 
to both types 
of customers 

52% 


Clearly, businesses recognize that they need to provide credit in order to attract 
customers. 
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accounts receivable 
management 

sets the limits on credit available 
to customers and the length of the 
period in which payment is due 


inventory management 

determines the amount 
of inventory that is held 


Wal-Mart attempts to have 
sufficient inventory so that it 
can satisfy customer demand 
and avoid shortages, but it 
also wants to avoid having 
an excessive investment in in¬ 
ventory because it is costly to 
finance excessive inventory. 


months after the sale was made. Consequently, the firm may have to bor¬ 
row funds until the cash is received and will have to pay interest on those 
funds. 

The second potential disadvantage of extending credit to customers is 
that the customers may default on the credit provided. In this case, the firm 
never receives payment for the products it sold to customers. 

Accounts receivable management sets the limits on credit available to 
customers and the length of the period in which payment is due. The goal 
is to be flexible enough so that sales increase as a result of credit granted 
but strict enough to avoid customers who would pay their bills late (beyond 
the period specified) or not at all. 

Given the possibilities of late payments or no payments (default) on the 
credit, firms need to closely assess the creditworthiness of any customers 
who wish to pay their bills with credit. 

Inventory Management 

When firms maintain large amounts of inventory, they can avoid stockouts 
(shortages). By holding so much inventory, however, they invest a large 
amount of funds that they could have used for other purposes. Consider 
the case of Wal-Mart, which continuously attempts to order enough of 
each product to satisfy customers. Yet, it does not want to order an ex¬ 
cessive amount of any product, which would be an inefficient use of its 
funds. 

Inventory management determines the amount of inventory that is 
held. Managers attempt to hold just enough inventory to avoid stockouts, 
without tying up funds in excess inventories. This task is complicated be¬ 
cause it requires forecasts of future sales levels, which can be erratic. If sales 
are more than expected, stockouts may occur unless the firm has excess 
inventory. 
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Decision Making Deciding How Much Liquidity Is Needed 

T o understand the importance of liquidity management, reconsiderTropical Cruise Line. 

In the winter months, its cruises are sold out, but in the summer months when cruises to 
the Caribbean islands are not as popular, some of its ships may be only half full. Tropical's 
cash inflows during the summer months may not be sufficient to cover all of its expenses. 

It prepares for this situation by investing some of its cash in Treasury bills. If it experiences 
a cash shortage, it can easily sell its holdings ofTreasury bills to obtain cash. In addition, 
Tropical maintains a line of credit so that it has quick access to borrowed funds if needed. 

1. Why doesn't Tropical Cruise Line maintain a large amount of cash at all times in order to 
avoid potential cash shortages? 

2. Tropical Cruise Line could increase the demand for its cruises if it extended credit to its 
customers by allowing them to delay payment until three months after the cruise is 
over. What is the disadvantage of this type of credit policy? 

Answers: 1. Tropical prefers to put its cash to a better use, such as using it for investments that will earn a high return. 

2. If Tropical used such a liberal credit policy, some of its customers would never make their payments. 


College Health Club: Accounts Receivable 

Management at CHC 

One of the decisions that Sue Kramer needs to make as part of her business plan for Col¬ 
lege Health Club (CHC) is whether to implement a credit policy for her members. Recall 
that she expects that CHC will attract 300 members in its first year. Sue knows that some 
students who may want to become members cannot afford CHC's annual membership 
fee. She thinks that by implementing a credit policy that would allow members to pay 
later in the year, she could increase the membership to 330 members in the first year. How¬ 
ever, Sue also thinks that 40 of those members would never pay their membership fee if 
they were not required to pay when they first joined the club. Her analysis of the impact of 
a credit policy on CHC's first-year performance is shown in the following table: 



(1) Price per membership 

(2) Number of members in first year 

(3) Number of members who pay their fees 

(4) Revenue = (1) X (3) 

(5) Total operating expenses 

(6) Interest expenses 

(7) Earnings before Taxes = (4) - (5) - (6) 


CHC's Performance If... 


Credit Is Not Offered Credit Is Offered 


$500 

$500 

300 

330 

300 

290 

$150,000 

$145,000 

$138,000 

$138,000 

$4,000 

$4,000 

$8,000 

$3,000 


Although the number of members would be higher if Sue allows credit, fewer members 
would pay their fees. Based on this analysis, Sue decides not to allow credit. However, she 
will consider an alternative plan that would allow a student to purchase a four-month 
membership for $110. This price is slightly higher (on a monthly basis) than the annual 
membership fee. This plan would attract students who could not afford the annual mem¬ 
bership. In addition, it does not involve an extension of credit, as these students will not be 
allowed to continue receiving health club services unless they renew their membership. 

The entire business plan developed throughout this text by Sue Kramer is shown in 
Appendix B of this chapter. Among other things, the plans for the business determine how 
funds are to be invested, which influences the amount of financing that is needed. 
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Summary 


Capital budgeting involves a 
comparison of the costs and benefits 
of a proposed project to determine 
whether it is feasible. A capital 
budget is a targeted amount of funds 
to be used for purchasing assets that 
are needed for long-term projects. 
Firms consider three types of poten¬ 
tial capital expenditures: expansion 
of a current business, development 
of a new business, and investment 
in assets that will reduce expenses. 

^3 The process of capital budget¬ 
ing involves five tasks: 

► Proposing new projects that 
deserve to be assessed. 

► Estimating cash flows of projects, 
which represent the cash inflows 
(derived from revenue) minus 
the cash outflows (derived from 
expenses) per period. 

► Determining which projects are 
feasible, which can be accom¬ 
plished by comparing the pres¬ 
ent value of the project's cash 
flows with the project's initial 
outlay. 

► Implementing feasible projects 
based on a priority status. 

► Monitoring projects that were 
implemented, so that any errors 
from estimating project cash 
flows are recognized and may be 
avoided when assessing projects 
in the future. 


^3 Firms consider investing funds 
to acquire other companies based 
on one or more of the following 
motives: 

► A firm can achieve immediate 
growth by acquiring another 
firm, whereas growth without 
a merger will be slower. 

► Mergers can create a higher vol¬ 
ume of sales for a firm, which 
allows it to spread its fixed cost 
across more units, thereby reduc¬ 
ing costs (economies of scale). 

► Mergers can allow firms to com¬ 
bine resources and contribute 
those resources in which they 
have the most managerial 
expertise. 

► Mergers can allow the acquiring 
firm to reduce its taxable earn¬ 
ings when it acquires a company 
that recently incurred a loss. 

In addition to mergers, firms en¬ 
gage in other forms of restructuring. 
In a leveraged buyout (LBO), a 
group of investors acquire a com¬ 
pany (or a company's subsidiary) 
with mostly borrowed funds. A di¬ 
vestiture is a sale of assets owned by 
a business. Many firms sell off some 
assets such as buildings, factories, 
and divisions when they can obtain 
a higher price for an asset than what 
it would be worth if retained. 


Firms invest in short-term 
assets such as cash, short-term secu¬ 
rities, accounts receivable, and in¬ 
ventory. They invest in a sufficient 
amount of cash and short-term se¬ 
curities to maintain adequate liquid¬ 
ity. However, excessive investment 
in cash and short-term securities 
represents an inefficient use of 
funds. 

Firms desire to invest in suffi¬ 
cient accounts receivable so that 
they can increase revenue over time. 
They must impose adequate credit 
standards, however, so that they can 
avoid excessive defaults on credit 
they have provided. 

Firms desire to invest in a 
sufficient amount of inventory so 
that they can avoid stockouts. How¬ 
ever, excessive investment in inven¬ 
tory represents an inefficient use of 
funds. 

How the Chapter Concepts 
Affect Business 
Performance 

A firm's decisions regarding the 
business investment concepts sum¬ 
marized here affect its performance. 
It conducts analysis to assess a vari¬ 
ety of projects that it considers for 
expanding its business. Proper capi¬ 
tal budgeting analysis allows it to 
select the projects that will enhance 
its business performance. 
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Review & Critical Thinking Questions 


1. What investment decisions 
should financial managers 
consider in achieving the firm's 
objectives? 

2. How do interest rates affect the 
capital budgeting analysis? 

3. List the classifications of capital 
expenditures. 

4. Distinguish between mutually 
exclusive and independent 
projects. 

5. Briefly summarize the major 
tasks involved in the capital 
budgeting process. 

6. Discuss the process of capital 
budgeting analysis when a firm 
assesses a foreign project. 


7. Briefly describe the different 
types of mergers that can take 
place between firms. 

8. Explain how cross functional 
teamwork is involved in business 
investment decisions. 

9. Briefly describe some corporate 
motives for mergers. 

10. What is a divestiture? Why 
would a firm's management con¬ 
sider a divestiture? 

11. What is working capital manage¬ 
ment? Briefly describe the short¬ 
term investment decisions 
undertaken by a firm. 

12. Discuss the pros and cons of 
carrying a small versus a large 
inventory for a retailer. 


13. What are conglomerate mergers? 

14. Why does the threat of an acqui¬ 
sition result in better manage¬ 
ment of firms? 

15. What is a tender offer? 

16. Why is effective working capital 
management important for 
firms? 

17. How do firms use lines of credit? 

18. Why should firms continually 
monitor their accounts 
receivable? 

19. Why is good inventory control 
important to firms? 

20. What is a "white knight"? 


Discussion Questions 


1. How can a firm use the Inter¬ 
net to research investment 
opportunities? 

2. Explain why a horizontal merger 
could reduce competition in the 
automobile industry? 

3. Assume that you are a financial 
manager. How would you work 
with production and marketing 
managers in making capital 
budgeting decisions to introduce 
a new product? What must the 
product generate to make it eco¬ 
nomically feasible? 


4. Kim Aiken has just opened a go- 
cart track. She has timed the 
opening of the go-cart track to 
coincide with the annual county 
fair. Because her business has 
grown rapidly, cash flow remains 
a problem. Analyze Kim's finan¬ 
cial problems. Could this be a 
good business? 

5. Why might a horizontal merger 
achieve economies of scale? 

6. Over lunch, you are listening to 
your firm's chief financial officer. 
He is telling you that he just un¬ 
dertook a capital budgeting proj¬ 


ect because it "looked good and 
attractive." What steps should 
the officer have followed to as¬ 
sess the feasibility of this project? 

7. Why should managers moni¬ 
tor projects that have been 
implemented? 

8. How do horizontal mergers differ 
from vertical mergers? 

9. What might be a drawback to a 
conglomerate merger? 

10. What are some techniques that 
allow a firm to defend against a 
takeover attempt? 


It’s Your Decision: Investment Decisions at DHD 



1. Recall that Sue Kramer expects total expenses of $ 142,000 in CHC's first year. She will 
price a membership at $500 and expects to attract 300 members in the first year. Sue is 
considering ways to boost CHC's potential membership. She thinks that if she allows 
members to pay their membership fees later in the year, the number of members will 
increase to 320. The expected number of paid memberships is equal to the total num¬ 
ber of memberships minus the expected number of memberships that are never paid. 
Determine the expected earnings of CHC based on the following possible scenarios 
if Sue implements a credit policy. 
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Number of Members CHC's Earnings before Taxes 

Who Never Pay Their Fee in the First Year 

10 

20 

30 

40 

a. Explain the relationship between the number of members who do not pay their fee 
and CHC's earnings. 

b. Describe the tradeoff between offering credit for members versus not offering 
credit. Would you recommend that Sue allow credit for her members? 

2. A health club differs from manufacturing firms in that it produces a service rather than 
products. When a service firm such as a health club considers the creation of a new fa¬ 
cility, it must forecast demand for services there. When a manufacturing firm considers 
the creation of a new facility to produce more of its product, it must forecast its de¬ 
mand. Is it generally easier for a service or a manufacturing firm to forecast demand? 


Investing in a Business 


Using the annual report of the firm in which you would 

like to invest, complete the following: 

Q What is the firm's capital budget for this year? Is 
this budget higher or lower than last year's? 

Q What types of new projects has the firm invested 
in recently? 

Q Has the firm divested any of its operations? If so, 
did it divest to focus more on its core business? 

Q Has the firm been involved in any recent merger 
activity? If so, what is its justification for this 
action? 


| Explain how the business uses technology to pro¬ 
mote its capital budgeting activities. For example, 
does it use the Internet to provide information 
about recent investment projects? Does it use the 
Internet to provide information on planned future 
capital budgeting activities? 

Q Go to http://hoovers.com and locate the NEWS 
SEARCH. Type in the name of the firm in the 
space provided, and review the recent news stories 
about the firm. Summarize any (at least one) re¬ 
cent news story about the firm that applies to one 
or more of the key concepts in this chapter. 


Case: Deciding Whether to Acquire a Business 


Benson, Inc., is a publisher of books that it sells to retail 
bookstores in the United States. Judith Benson, the 
owner of Benson, Inc., is concerned because its suppli¬ 
ers continue to increase the price of paper and other 
materials that Benson purchases from them weekly. 
One supplier to Benson, Inc., is Hill Company, which 
provides high-quality supplies but has experienced 
financial problems recently because of inefficient 
management. 

Judith believes that Benson could benefit from 
merging with Hill Company. She believes that she could 
acquire (purchase) Hill at a low price because it has per¬ 
formed poorly in the past. She also believes that she 
could improve Hill's performance by reorganizing its 
business. In addition, the merger with Hill would give 


Benson, Inc., more control over the cost of its supplies. 

It could obtain supplies from Hill, which would now be 
part of Benson, Inc. Therefore, it would not be sub¬ 
jected to increased prices by other suppliers. Mean¬ 
while, Hill would not only produce supplies for Benson, 
Inc., but would also sell them to other customers, as it 
did in the past. 

Questions 

[| What type of merger is Judith considering? 

Q Explain how Judith might decide on a purchase 
price for Hill Company. 

Q How could the purchase of Hill Company backfire? 
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Video Case: Investing and Financing at Timbuk2 


Timbuk2 is a manufacturer and retailer of backpacks, 
laptop bags, and accessories such as cell phone holders 
and protective strap pouches. Several years ago, the 
firm was experiencing a decline in sales and had to re¬ 
organize in terms of its management and objectives. 
Top-line growth (increased sales) became the new ob¬ 
jective for the firm, given that the company needed an 
infusion of cash. Timbuk2 needed to expand through 
increased sales in new product lines (a product portfo¬ 
lio) and new markets in order to generate cash. The 
firm's original goal was to generate $25 million in rev¬ 
enue in five years. It not only achieved that goal but 
surpassed it. The company has now revised its growth 
estimates. Timbuk2's management recognizes the im¬ 
portance of business funding to facilitate growth. It also 
emphasizes forecasts. The controller of Timbuk2 says 
that everyone has to be on the same page with fore¬ 


casts. This is accomplished through meetings between 
management and staff, where successes and shortcom¬ 
ings are recognized. The company also focuses on daily 
numbers. More information on Timbuk2 is available at 
http://www.timbuk2.com. 

Questions 

Q Why did the new managers of Timbuk2 decide to 
finance growth with increased sales, rather than by 
borrowing more funds? 

How does a reputation for excellence in its mar¬ 
ket help Timbuk2 improve top-line growth and 
bottom-line performance? 

Q Why do all divisions of Timbuk2 have to agree on 
business forecasts? 


Internet Applications 


1. http://www.invoicefinancial.com 

What services are offered by this firm? What is factor¬ 
ing? Why might a firm find factoring services useful? 

2. http://biz.yahoo.com/me 

What kind of information does this site offer? Which 
firms are engaging in mergers and acquisitions? Click 


on "News" for one transaction. What kind of informa¬ 
tion can you find regarding whether acquisitions are 
vertical or horizontal? 

3. http://www.legalcenter.com/lc/hostile-takeovers.html 

What is a "hostile" takeover? What kinds of strategies 
can firms use to avoid hostile takeovers? 


Dell's Secret to Success 


IMsLL 


Go to http://www.reportgallery.com and review Dell's 
most recent annual report. Also, go to Dell's website 
(http://www.dell.com) in the section "about Dell," re¬ 
view the background material about Dell that relates to 
this chapter. 


Questions 

II Dell has expanded its operations in recent years. 
Review how the size of Dell's assets has increased 
over time. 

Q Why do you think Dell has been able to grow at a 
much faster rate than other firms in its industry? 

Q Do you think Dell is reaching its peak level, or does 
it have more potential for growth? 
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True or False 

1. Capital budgeting involves the comparison of 
assets and revenue. 

2. Many decisions that result from capital budgeting 
decisions are irreversible. 

3. One of the most popular methods available to 
assess the feasibility of projects is the net present 
value (NPV) technique. 

4. A payment received by a firm at a future point 
in time has more value than the exact payment 
received today. 

5. A payment of $ 1,000 received two years from 
today has a higher present value than a payment 
of $ 1,000 received one year from today. 

6. A firm should invest in a project only if its net pres¬ 
ent value is less than zero. 

7. The amount of money that a firm can receive from 
selling a project is referred to as the net present 
value. 

8. Capital budgeting analysis for investment projects 
in foreign countries tends to be more complex than 
analysis for domestic projects. 

9. Firms can merge only if they are producing similar 
products. 

10. Firms can be liquid even if they are not holding 
large amounts of cash and short-term securities. 


Multiple Choice 

11. A capital budgeting project is considered to be 
feasible if: 

a) the sum of future cash flows from the project is 
greater than the initial outlay. 

b) the sum of the present values of all future cash 
flows from the project is greater than the initial 
outlay. 

c) no other projects have a higher initial outlay. 

d) the initial outlay is greater than the sum of all dis¬ 
counted future cash flows that result from the 
project. 

e) the discount rate used to compute present val¬ 
ues is less than the rate of inflation. 

12. When interest rates rise, a firm will: 

a) require a higher discount rate when it evaluates 
capital budgeting proposals. 

b) find that more of its capital budgeting proposals 
are feasible. 

c) find that present values of future cash flows are 
unaffected. 

d) want to borrow more funds. 

e) find that cash flows in the early years of a project 
will be discounted more heavily than cash flows 
that occur during later years. 

13. A firm's_is a targeted amount of funds to 

be used for purchasing assets such as buildings, 
machinery, and equipment that are needed for 
long-term projects. 

a) master budget 

b) capital budget 

c) working capital projection 

d) escrow account 

e) sinking fund 
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14. All of the following are motives for capital budget¬ 
ing expenditures except: 

a) expansion of current business. 

b) development of new business. 

c) acquisition of assets that will reduce expenses. 

d) acquisition of liabilities. 

15. If the adoption of investment A has no bearing 

on whether other investments should be adopted, 
investment A is said to be: 

a) redundant. 

b) irrelevant. 

c) independent. 

d) expedient. 

e) unrestricted. 

16. All of the following are tasks involved in capital 
budgeting except: 

a) estimating cash flows from the investment. 

b) determining which projects are feasible. 

c) monitoring projects that are implemented. 

d) determining the appropriate size of the line 
of credit. 

e) implementing feasible projects. 

17. The discount rate used to compute the present val¬ 
ues of future cash flows from an investment should 
be equal to the: 

a) rate of inflation expected to exist over the life of 
the investment. 

b) tax rate applied to the earnings from the 
investment. 

c) rate of return the firm could have earned on an 
alternative project of similar risk. 

d) rate at which the assets purchased to make the 
investment will depreciate. 

e) rate of interest the government pays on Treasury 
bills of the same duration as the investment 
project. 


18. If the discount rate is 12 percent, the present value 
of a $20,000 payment received three years from 
today would be found by: 

a) dividing $20,000 by 3 and dividing the result 
by.12. 

b) multiplying $20,000 by .12 and dividing the 
result by 3. 

c) dividing $20,000 by (1 +.12) 3 . 

d) multiplying $20,000 by (1 + .12) 3 . 

e) multiplying $20,000 by 3 and dividing the result 
by (1 + .12). 

19. The_of an investment is computed by sub¬ 

tracting the initial outlay for the investment from 
the present value of all future cash flows that result 
from the investment. 

a) net present value 

b) capitalization factor 

c) discount value 

d) investment premium 

e) gross cash position 

20. A merger between a tire manufacturer and a firm 
that produces clocks and watches is: 

a) illegal. 

b) a horizontal merger. 

c) a diagonal merger. 

d) a vertical merger. 

e) a conglomerate merger. 

21. The three general types of mergers are horizontal, 
conglomerate, and: 

a) cooperative. 

b) vertical. 

c) divestiture. 

d) bureaucratic. 

e) parallel. 
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22. Which of the following is the best example of a ver¬ 
tical merger? 

a) A chain of fast-food restaurants merges with a 
firm that produces electronic components for 
computers. 

b) A small book publisher that specializes in travel 
and history books merges with a larger book 
publisher that specializes in biographies and 
popular fiction. 

c) A golf club manufacturer merges with a firm that 
helps people prepare their income taxes. 

d) A firm that publishes a newspaper in the St. Louis 
area merges with a firm that publishes a newspa¬ 
per in the Chicago area. 

e) A firm that sells flour, sugar, and spices merges 
with a firm that bakes pies and cakes. 

23. The result of a firm investing in another company by 
purchasing all the stock of that company is a(n): 

a) divestiture. 

b) net present value. 

c) economies of scale. 

d) line of credit. 

e) merger. 

24. If the per unit cost of producing a good decreases 
as a greater quantity is produced, the production 
process exhibits: 

a) economies of scale. 

b) diminishing returns. 

c) higher fixed costs than variable costs. 

d) an exception to the law of supply. 

e) a very high break-even point. 

25. Economies of scale are more likely to be 
achieved by: 

a) vertical mergers. 

b) horizontal mergers. 

c) conglomerate mergers. 

d) divestitures. 

e) accounts receivable management. 


26. Firms that incur negative earnings are sometimes 
attractive candidates for mergers because of 
potential: 

a) tax advantages. 

b) cash advantages. 

c) profit exploitation. 

d) retained earnings. 

e) divestitures. 

27. A purchase of a company (or the subsidiary of the 
company) by a group of investors with borrowed 
funds is a(n): 

a) common stock purchase. 

b) purchase from retained earnings. 

c) equity purchase. 

d) preferred stock purchase. 

e) leveraged buyout. 

28. When a firm sells off one of its existing businesses, 
the process is known as a: 

a) reverse merger. 

b) leveraged buyout. 

c) corporate downsizing. 

d) conglomeration strategy. 

e) divestiture. 

29. A firm's short-term assets include all of the following 
except: 

a) cash. 

b) accounts receivable. 

c) machinery. 

d) inventory. 

e) short-term securities. 

30. Firms are said to be_if they have adequate 

access to funds so that they can pay their bills 
as they come due. 

a) leveraged 

b) fully endowed 

c) vested 

d) bonded 

e) liquid 
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31. _are short-term debt securities offered by the 

U.S. Treasury that provide firms with easy access to 
funds since they can be sold to other investors. 

a) Federal warrants 

b) Treasury trust certificates 

c) Treasury stock 

d) Treasury bills 

e) Federal Reserve notes 

32. The management of a firm's short-term assets and 
liabilities is: 

a) accounts receivable management. 

b) working capital management. 

c) sales management. 

d) plant and equipment management. 

e) fixed asset management. 

33. An agreement that allows a firm access to bor¬ 
rowed funds upon demand over some specified 
period of time is a: 

a) bond indenture. 

b) stock flotation. 

c) note receivable. 

d) line of credit. 

e) note payable. 


34. The goal of_management is to be flexible 

enough to increase sales to credit customers while 
being strict enough to limit losses due to customers 
who pay their bills late or not at all. 

a) leverage 

b) accounts receivable 

c) trade credit 

d) accounts payable 

e) invoice 

35. Firms try to maintain a large enough inventory 
to avoid: 

a) stockouts. 

b) the need for trade credit. 

c) leveraged financing. 

d) default on bonds. 

e) undiversified portfolios. 
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Chapter \ j Appendix A 

Capital Budgeting Analysis 



A firm performs a capital budgeting analysis of each project by comparing 
the project's initial outlay with the project's expected benefits. The benefits 
represent the cash flows generated by the project. Before providing an ex¬ 
ample of a firm's capital budgeting analysis, the procedure for estimating 
the present value of future cash flows is described. 


Background on Present Value 


Because money has a time value, a payment received by a firm at a future 
point in time has less value than the same payment received today. For this 
reason, future payments are commonly discounted to determine their 
present value. For example, if a payment of $50,000 is received in one year, 
it can be discounted to determine its present value. Assume that the firm 
can achieve a return of 10 percent over the next year on funds available to¬ 
day. It will use this interest rate to discount the $50,000 payment to be re¬ 
ceived in one year. 


Present Value (PV) of $50,000 Payment = 

= $45,455 

This means that the $50,000 payment to be received in one year has a 
present value of $45,455. If the firm received $45,455 today (instead of 
$50,000 in one year) and invested the funds at 10 percent, the funds would 
accumulate to $50,000 at the end of the year. 

Capital budgeting analysis compares future cash flows resulting from 
the project with the initial outlay needed to purchase the project. The ini¬ 
tial outlay is made immediately (if the project is implemented), but the 
cash flows resulting from the project may be received over several years. 
$ince the timing of the cash flows differs from that of the initial outlay, the 
cash flows must be converted to a present value so that they can be com¬ 
pared with the initial outlay. 

The present value of a project's future cash flows is determined by dis¬ 
counting the cash flows at the rate of return that the firm could have 
earned on the funds if it had used them for an alternative project with sim¬ 
ilar risk. That is, the discount rate reflects the return that the firm would 
require to make the investment. The firm must earn at least that return, or 
it would simply invest the funds in the alternative project. 

For example, assume a firm can invest in a project today that would 
generate a lump-sum cash flow ( CF) of $10,000 from the investment in 
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one year. If the firm has a required return (r) on this investment of 12 per¬ 
cent, the present value (PV) of the cash flow is as follows: 

CF at End of Year 1 


$ 10,000 
_ (1 + . 12 )' 

= $8,929 

This indicates that if the firm had the cash amount of $8,929 available 
today and could invest it at 12 percent, the investment would be worth 
$10,000 in one year. Therefore, if the initial outlay is more than $8,929, 
the firm should not invest in the project, because the initial outlay would 
exceed the present value of the cash flow generated by the investment. 

Now adjust the example to determine the present value of the $10,000 
cash flow if it is received at the end of the second year instead of the first 
year. The present value of this project based on a required return of 12 per¬ 
cent is as follows: 


CF at End of Year 2 

PV= - 7 -rr- 

(1 + r) 2 

$ 10,000 
_ (1 + . 12) 2 

= $7,972 

The exponent of the denominator is adjusted to discount the amount 
based on a period of two years instead of one year. Notice that the present 
value of cash flows in Year 2 is less than the present value of cash flows in 
Year 1. The further out the time when a given amount is received, the 
lower the present value. 

The present value of a cash amount in any year can be estimated by ad¬ 
justing the exponent to reflect the number of years in the future. As one 
final example, the present value of a $ 10,000 cash flow to be received three 
years from now is estimated as follows (assuming the required return is 
12 percent): 


CF at End of Year 3 

PV = -;-tt- 

(1 + r) 3 

$ 10,000 
_ (1 + . 12 ) 3 

= $7,118 

Now consider a project that generates a cash flow of $10,000 for the 
firm in Years 1, 2, and 3. Each cash flow can be discounted separately to 
derive its present value; then, the discounted cash flows are added to de- 
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Exhibit 17A.1 

Example of Discounting 
Cash Flows 


Present $10,000 CF $10,000 CF $10,000 CF 

Value in Year 1 in Year 2 in Year 3 


Discount at 12%, 1 year 

$8,929 

Discount at 12%, 2 years 

$7,972 - 

Discount at 12%, 3 years 

$7,118 - 

PV= $24,019 

termine the present value of the investment. The present value of these 
cash flows is estimated as follows: 

CF at End of Year 1 CF at End of Year 2 CF at End of Year 3 

PV = -1-1- 

(1 + r) 1 (1 + r) 2 (1 + r) 3 

$ 10,000 $ 10,000 $ 10,000 
” (1 + . 12) 1 (1 + . 12) 2 (1 + . 12) 3 

= $8,929 + $7,972 + $7,118 
= $24,019 

This example is illustrated in Exhibit 1 7A. 1. ft shows how the present value 
of cash flows is determined by discounting the cash flows in each year at 
the firm's required rate of return. Then, those discounted cash flows are 
added together to determine the present value of the cash flows. If the ini¬ 
tial outlay necessary to purchase this project is less than $24,019, the proj¬ 
ect is feasible and should be implemented. If the initial outlay necessary to 
purchase the project is more than $24,019, the project is not feasible and 
should not be implemented. 


Estimating the Net Present Value 


To reinforce the use of capital budgeting analysis, consider a firm that de¬ 
cides to purchase a used delivery truck for $15,000 that will be used to 
make extra deliveries and will last only two years. By having this truck, the 
firm estimates that it will generate an extra $8,000 in cash flow at the end 
of next year and an extra $ 12,000 at the end of the following year. Assume 
that the firm requires a return of 15 percent on this project. The present 
value of these cash flows is estimated as follows: 

$ 8,000 $ 12,000 

PV = -1- —— - 

(1 + . 15 ) 1 (1 + . 15 ) 2 

= $6,957 + $9,074 

= $16,031 
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net present value 

equal to the present value of cash 
flows minus the initial outlay 


salvage value 

the amount of money that a firm 
can receive from selling a project 


Exhibit 17A.2 

Capital Budgeting Example 


The net present value of a project is equal to the present value (PV) of 
cash flows minus the initial outlay (I). In our example, the net present 
value ( NPV ) is as follows: 

NPV = PV - I 

= $16,031 - $15,000 
= $1,031 

When the net present value is positive, the present value exceeds the 
initial outlay, and the project is feasible. When the net present value is neg¬ 
ative, the present value of cash flows is less than the initial outlay, and the 
project is not feasible. Projects are undertaken only when they are ex¬ 
pected to generate benefits (present value of cash flows) that exceed the 
cost (initial outlay). 

Now let's progress to larger-scale decisions by firms. Assume that a firm 
considers opening up a new store, which would require an initial outlay of 
$2 million. The firm has estimated its revenue and expenses as shown in 
the first three columns of Exhibit 17A.2 over a four-year period. To sim¬ 
plify the example, assume that the firm conducts all transactions on a cash 
basis (no accounts payable or receivable). At the end of four years, the firm 
expects to sell the store for $1 million (after paying taxes on the proceeds 
of the sale). The amount of money that a firm can receive from selling a 
project is referred to as the salvage value. Assume that the firm requires a 
20 percent rate of return on this project. Assume a tax rate of 30 percent 
charged on earnings generated by the project. 


(1) 

End of 
Year 

(2) 

Revenue 

(3) 

Expenses 

(4) 

Earnings 

(5) 

Tax (30%) 

(6) 

After-Tax 
Cash Flow 

(7) 

Discounted 
Value of 

Cash Flow 

1 

$4,000,000 

$4,000,000 

0 

0 

0 

0 

2 

5,000,000 

4,000,000 

$1,000,000 

$300,000 

$700,000 

$486,111 

3 

6,000,000 

5,000,000 

1,000,000 

300,000 

700,000 

405,093 

4 

7,000,000 

5,000,000 

2,000,000 

600,000 

1,400,000 

675,154 

Salvage Value 




1,000,000 

482,253 






PV = 

$2,048,611 






/ = 

2,000,000 






NPV — 

$ 48,611 


Steps 

1. Subtract expenses (in column 3) from revenue (in column 2) to derive earnings 
(shown in column 4) each year. 

2. Apply the 30 percent tax rate on earnings to determine the tax on earnings each year 
(as shown in column 5). 

3. Subtract the taxes from earnings to determine the after-tax cash flow each year (as 
shown in column 6). 

4. Discount the after-tax cash flow each year, as shown in column 7. 
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To determine whether this project is feasible, the firm takes the fol¬ 
lowing steps: 

1. The earnings are derived by subtracting expenses from revenue, as 
shown in column 4 of Exhibit 17A.2. 

2 . The tax on the earnings is estimated as 30 percent of each year's earn¬ 
ings, as shown in column 5. 

3 . The taxes are subtracted from earnings to derive the cash flows shown 
in column 6. 

4 . The firm discounts the cash flows received (including the salvage value) 
using its required rate of return (20 percent) as the discount rate. 

5 . The discounted cash flows for each year (shown in column 7) are then 
added at the bottom of column 7 to determine the present value (PV) 
of future cash flows. 

The process of discounting the project's cash flows to derive its present 
value is illustrated in Exhibit 17A.3. In this example, the cash flows had to 
be determined before they could be discounted. Notice that because of the 
time value of money, the $700,000 cash flow in Year 3 has a much lower 
present value than the $700,000 cash flow in Year 2. 

The present value is equal to $2,048,611 in our example. To derive 
the project's net present value ( NPV ), the project's initial outlay (I) of 
$2,000,000 is subtracted from the present value. In our example, the 
NPV = $48,611. This means that the present value of future cash flows re¬ 
sulting from the project is expected to exceed the project's initial outlay (I) 
by $48,611. $ince the NPV is positive, the proposed project should be un¬ 
dertaken. When the present value of the project's cash flows exceeds the 
initial outlay (cost) of the project, the return of the project is expected to 
exceed the cost of capital used to support the project. 


Exhibit 17A.3 

Deriving a Project's 
Net Present Value 


$1,400,000 CF 
plus $1,000,000 
Salvage Value 
in Year 4 



Present 

Value 


$0 CF $700,000 CF $700,000 CF 
in Year 1 in Year 2 in Year 3 


PV= $2,048,611 
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Chapter ij Appendix B 

Consolidating All Major Strategies 
in the Business Plan 





Each chapter of the text has explained specific strategies, each of which 
represents a portion of the business plan. A complete business plan con¬ 
solidates all of the firm's major strategies. Exhibit 17B.1 shows the com¬ 
plete business plan for College ffealth Club (CHC), which consolidates the 
various business plan segments that were discussed in each chapter. Notice 
that every major business function is covered, in the order that it was dis¬ 
cussed in the text. As time passes, Sue Kramer may change various strate¬ 
gies in CHC's business plan, and each change could affect other parts of the 
business plan. If Sue decides on an investment plan of expanding the club, 
she will have to revise the financial plan to finance the additional invest¬ 
ment. If CHC needs additional financing, Sue will have a better chance of 
obtaining funds from a creditor if she can present a revised business plan 
showing how CHC will efficiently use those funds. 


Business Plan for College Health Club (CHC) 

Part I. Business Environment 

1. Business Idea 

The business is a health club called College Health Club (CHC) that will be located in a 
shopping mall just across from the Texas College campus. The health club should appeal 
to the students because it is convenient and will be affordable to them. 


Exhibit 17B.1 

Example of a Business Plan 


2. Business Responsibilities 

CHC has a responsibility to its customers, its employees, its owners, its creditors, and the 
environment. It intends to offer its customers excellent service at reasonable prices. It 
will encourage feedback from customers and attempt to continually improve its services 
to satisfy customers. It intends to offer its employees a safe working environment and 
equal opportunities without bias.The firm will be managed in a manner that will maxi¬ 
mize the value of the business for any owners who are invited to invest in the firm over 
time. CHC recognizes its responsibility to make timely payments on debt owed to credi¬ 
tors. It also pledges to conduct its business in a manner that will not harm the environ¬ 
ment. By satisfying customers, employees, and creditors, CHC should establish a good 
reputation and attract more customers in the future. 

3. Exposure to Economic Conditions 

CHC's membership is exposed to local economic conditions. If a weaker economy causes 
some students to lose their part-time jobs in the local area, the number of memberships 
will likely decline. Consequently, CHC's revenue and its earnings will also decline. A 
stronger economy will allow for more part-time jobs and will result in more member¬ 
ships at CHC. Consequently, CHC's revenue and earnings will increase. 

4. Exposure to Global Conditions 

CHC serves the local community and is not directly affected by global conditions. It will 
sell vitamin supplements (which are imported from Mexico), and the cost of the supple¬ 
ments will rise when the dollar weakens against the Mexican peso. Since vitamins are 
not expected to be a primary source of revenue, CHC's exposure to global conditions is 
negligible. 
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Part II. Business Ownership and Plan 

5. Business Ownership 

CHC is structured as a proprietorship, with Sue Kramer as the sole proprietor. She will in¬ 
vest $20,000 in the business. An additional $40,000 is needed and will be obtained in the 
form of a loan. 

The business is expected to incur a small level of earnings in the first year, but earn¬ 
ings should increase over the years as the number of memberships increases. The main 
source of risk of the firm is uncertainty regarding the number of future memberships, 
which is the key to the success of the business. However, given the strong interest by the 
local students in joining a health club, the membership level is expected to increase rap¬ 
idly overtime. 

6. Exposure to Competition 

Currently, no other health clubs are convenient to the Texas College campus. New health 
clubs may be established overtime and could pull some of CHC's customers away. 
Nevertheless, because most of CHC's business is expected to come from students at 
the college, CHC should not be significantly affected by other health clubs that focus on 
customers who have full-time jobs and are not currently enrolled at the college. CHC 
needs to develop a strategy for retaining its members over time. The overall demand for 
health club services is expected to remain strong because of the desire by people to stay 
in shape. 

Part III. Management 

7. Strategic Plan 

CHC must attract a large number of members to fully utilize the health club space and 
achieve high performance. As memberships increase, CHC's earnings will increase. 

A longer-term objective is to expand over time by capitalizing on the same busi¬ 
ness concept by establishing other health clubs near college campuses. CHC will assess 
other college campuses to determine whether there is sufficient demand for health club 
services. If students appear to want these services and no health club is located nearby, 
CHC will conduct a more thorough analysis of the expenses and potential revenue asso¬ 
ciated with establishing a new health club near that campus. CHC will open additional 
health clubs near other college campuses only if and when it is feasible to do so. 

8. Organizational Structure 

CHC uses a wide span of control, as all employees report directly to Sue Kramer. Tasks at 
CHC are departmentalized: some employees conduct aerobics classes in one part of the 
club while others assist members with the exercise and weight machines. Sue Kramer 
sets up a weekly aerobics schedule and assigns a specific employee (or herself) to lead 
each class. When employees are not leading an aerobics class, they are assigned to help 
members use the exercise and weight machines. 

If CHC expands by opening new health clubs over the long term, it will departmen¬ 
talize by location. A manager will be hired for each new health club and will be respon¬ 
sible for managing all of its operations. The manager of each new health club will be 
trained by Sue Kramer, so that she can ensure that the manager is trained in the proce¬ 
dures that have made CHC successful. 

9. Production 

Resources Used at CHC 

CHC's resources are combined to produce health club services. First, human resources 
are used to lead aerobics classes and interact with customers. Second, equipment such 
as exercise and weight machines is provided for customers'use. A health club facility is 
available to the customers.The main expenses of providing these resources are salaries 
to the human resources and the rental cost of equipment and the facilities. 

Site 

CHC is located in a shopping mall across the street from the Texas College campus. Since 
the goal of the business is to target students at this college who want to join a health 
club, the site selection serves those students. The rent at this facility is reasonable. The 
health club has easy access to labor because it hires exercise science majors on intern¬ 
ships to work part-time. 

Design and Layout 

The production of health club services is organized by type of service. Aerobics classes 
are offered in one part of the health club, and exercise and weight machines are avail- 
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able in another part. While Sue Kramer leads aerobics classes, another employee is re¬ 
sponsible for overseeing the machines in case the members need any assistance. The fa¬ 
cilities are large enough to allow for some expansion. The layout of the facilities allows 
flexibility so that the exercise and weight machines can be rearranged. 

Production Control 

CHC engages in production control to ensure that its services are provided in a timely 
manner and achieve the desired level of quality. CHC purchases vitamin supplements 
from its supplier every month and attempts to have a sufficient number of jars of each 
type of supplement available for its customers. Since the jars are inexpensive and do not 
take up much space, CHC maintains a large inventory of all of its supplements. 

Routing for CHC involves the sequence of tasks necessary to complete the produc¬ 
tion of health club services. Sue Kramer has a daily schedule of aerobics classes that she 
teaches. She also posts a weekly schedule of aerobics classes so that members know 
when they are offered. The main preparation is to ensure that equipment (e.g., a step for 
step aerobics) and towels are available for the participants. The exercise and weight ma¬ 
chines are always available to members. 

Production Quality and Efficiency 

Total quality management is needed to ensure customer satisfaction. Survey cards will 
be periodically distributed to members to obtain their feedback about the services. In 
particular, members will be asked to rate the aerobics classes they take at CHC and the 
quality of the exercise and weight machines. They will also be asked for suggestions on 
any other services that they would like CHC to provide. 

Production efficiency is needed for CHC to achieve a high level of earnings. Many of 
its expenses are fixed. Therefore, CHC needs a large number of members to achieve pro¬ 
duction efficiency. To the extent that CHC offers a membership at an attractive price and 
provides the types of health club services that students desire, it should attract a large 
number of members. With a large number of members, CHC's revenue will be high, and 
since many of its expenses are fixed, they will not be affected by the high membership 
level. 

Part IV. Managing Employees 

10. Motivating Employees 

Part time employees tend to like working in a health club. CHC can easily find qualified 
part-time employees by recruiting students who are majoring in exercise science at 
Texas College. CHC offers compensation that is slightly higher than other local employ¬ 
ers of part-time college students. It allows flexible work schedules so that students can 
work fewer hours in a particular week if they have a major exam or class project. CHC 
welcomes employee involvement. 

11. Human Resource Planning 

CHC's part-time staffing needs are filled by hiring students who are currently majoring in 
exercise science at the Texas College. Ads are posted in that department to recruit new 
applicants. The typical tasks of part-time employees include leading aerobics classes, 
helping members use the weight and exercise machines, washing towels, and respond¬ 
ing to phone inquiries. Students submit applications online. 

Developing Employees Skills 

When part-time employees are hired at CHC, they are told that the focus is on safety in 
using the weight and exercise machines. Although all members are given a booklet on 
safety, employees should understand the safety features in case they see a member who 
is not using the machines properly. Second, employees are trained on the importance of 
customer relations. Third, employees are trained to work together. 

Employee Evaluation 

Part-time employees are evaluated according to their customer relations and their em¬ 
ployee relations. The survey forms that request feedback from members ask if they have 
any comments about the individual part-time employees. 

Part V. Marketing 

12. Product and Pricing 

Product Mix 

CHC's product mix includes the provision of aerobics classes, weight machines, and exer¬ 
cise machines. All of these services are provided at no charge to customers who pay an 
annual membership fee. In addition, CHC sells vitamin supplements to members. It may 
expand its product mix over time by selling workout clothing. 
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Target Market 

The target market is the set of students enrolled at Texas College who want to join a 
health club. CHC also wants to retain the students as members after they graduate if 
they continue to live in the local area. Since the health club is not on the campus but in a 
shopping mall across the street from the campus, CHC should also be able to attract lo¬ 
cal people who are not affiliated with the college. 

Product Differentiation 

The main appeal of CHC to the students at Texas College is its location. It is located 
across from the college campus, so students can walk to the club. Since many of them 
do not have a car, this location is ideal and separates CHC from all other health clubs. 

Pricing Policy 

The membership fee is influenced by the cost of production and by competitors' prices. 
CHC's annual expenses are expected to be about $142,000. Assuming that CHC can at¬ 
tract 300 members, an annual membership fee of $500 will be sufficient to cover the 
cost of production and will also be competitive. The number of members is expected 
to grow over time. 

13. Distribution 

Since CHC provides its services directly to members, channels of distribution are not 
needed. However, CHC does serve as a retailer for vitamin supplements and may serve 
as a retailer for a limited amount of exercise clothing CHC purchases its vitamin supple¬ 
ments from a vitamin wholesaler and may purchase exercise clothing from a clothing 
wholesaler. 

14. Promotion 

Advertising 

CHC reaches its target market by advertising in the college's school newspaper. This 
weekly newspaper is free to students, and most students read it or at least skim it. 

Personal Selling 

CHC offers presentations about exercise and health to students at the auditorium on 
one Friday afternoon each month. The presentations do not directly advertise CHC's 
services, but they provide some name recognition for CHC. 

Sales Promotion Strategy 

CHC distributes coupons for the vitamin supplements in the Texas College newspaper. 
The intent is to attract nonmember students who will come to CHC to buy the vitamin 
supplements at a discounted price (with the coupon) and will look at the health club fa¬ 
cilities while they are there. CHC also distributes coupons in the student newspaper that 
allow a free pass for a day to try out an aerobics class or the weight machines. These 
coupons may entice some students who will try out the facilities and later become 
members. A display of the vitamin supplements is set up near the door of CHC so that 
they are visible to anyone who walks into the health club. 

Promotion Mix 

CHC uses a promotion mix consisting of (1) advertising in the Texas College newspaper, 
(2) a sales promotion of coupons for vitamin supplements and a free day pass in the 
Texas College newspaper, and (3) personal selling through monthly presentations about 
exercise and health to students on campus. All three parts of the promotion mix are fo¬ 
cused on the students. 

Evaluating the Effects of Promotion 

The membership application requests information about what caused the person to 
purchase a membership.The choices are (1) referral from a friend, (2) advertising in the 
student newspaper, (3) coupons in the student newspaper, (4) the exercise and health 
presentations on campus, or (5) other. A review of the information provided by appli¬ 
cants indicates what promotion strategy was effective. This information will be consid¬ 
ered when deciding what sales promotion strategies should be used in the future. 

Part VI. Financial Plan 

15. Financial Plan at CHC 

Revenue from annual memberships, sales of vitamin supplements, and sales of exercise 
clothing is expected to be about $150,000 at the end of the first year. CHC's expenses 
in the first year are expected to be $142,000, as shown below. Its main expenses are the 
rent for the facilities ($60,000 per year), salaries ($48,000), rental expenses for the weight 
and exercise machines ($7,200), and marketing expenses ($3,600). Other expenses are 
expected to be $23,200 over the first year. 
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Operating Expenses 

Monthly 

Expenses 

Total Expenses 
in First Year 

Rent of facilities 

$5,000 

$60,000 

Salaries 

4,000 

48,000 

Utilities 

700 

8,400 

Rent of exercise and weight machines 

600 

7,200 

Marketing expenses 

300 

3,600 

Liability insurance 

800 

9,600 

Miscellaneous 

100 

1,200 

Total operating expenses 


$138,000 

Interest expenses 


4,000 

Total Expenses 


$142,000 


Given the estimated revenue of $150,000 and total expenses of $142,000, CHC's esti¬ 
mated earning before taxes are $8,000 in the first year. In the following years, the ex¬ 
penses are expected to be about the same, but memberships are expected to increase, 
so revenue should be higher. In addition, sales of vitamin supplements and exercise 
clothing are expected to increase. 

16. Financing 

Equity Financing 

Sue Kramer, president of CFIC, invests $20,000 of her own money as an equity invest¬ 
ment in CFIC. She will reinvest any earnings in the business over time. Sue has no plans 
to rely on additional equity funding from venture capital firms. 

Debt Financing 

CFIC needs a loan for $40,000 to finance this business. The prevailing interest rate for 
small business loans is about 10 percent.The desired loan maturity is seven years. At the 
end of seven years. CFIC will repay the loan. Given a 10 percent interest rate on the loan 
amount of $40,000, CFIC's annual interest expense is $4,000. 

Leasing 

The exercise and weight machines will be leased. The facilities for the health club will 
also be leased.Thus, in the event that the business is discontinued, there will be no need 
to find a buyer for the machines or the facilities. This flexibility makes CFIC a more favor¬ 
able opportunity for lenders because they are less exposed to the possibility of failure 
by the business. If CFIC has substantial funds in the future, it will reconsider whether to 
purchase these assets. 

Dividend Policy 

Once CFIC begins to generate positive earnings, it will retain the earnings and reinvest 
them rather than pay dividends. This will allow for more expansion. 

17. Business Investment and Expansion 

Investment of Funds 

CFIC will lease its equipment and facilities rather than purchase them, so it does not 
need funds to make such purchase. Flowever, CFIC needs to have sufficient funds on 
hand to cover the monthly lease payments. It will initially use its funds to cover operat¬ 
ing expenses such as salaries, utility expenses, insurance, and marketing expenses. As 
time passes. CFIC should generate sufficient revenue to cover these operating expenses. 

If CFIC accumulates substantial funds overtime, it may purchase the exercise and 
weight machines that it leases. Second, it may purchase the facilities that it currently 
leases. Third, it may acquire an existing health club as a means of expanding its business. 
It would likely need some additional financing if it purchases its present facilities or ac¬ 
quires another health club. 

Credit Policy 

CFIC will not extend credit to its members. To make its membership more affordable to 
students who want credit, it will offer shorter-term memberships, such as a three-month 
membership for $110. 
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Developing the Financial Plan for Campus.com 

Monitoring Performance (related to Chapter 15) 

In your business plan for Campus.com, explain how the firm will monitor its perfor¬ 
mance over time. That is, describe the specific financial ratios that it can monitor to 
measure its performance and its efficiency. 

Financing Business Expansion (related to Chapter 16) 

In your business plan for Campus.com, identify the alternative choices you have to 
obtain funds to support additional expansion. Which alternative is the best choice for 
you? Does the financing method that you selected have any disadvantages? 

Business Investment (related to Chapter 17) 

In your business plan for Campus.com, briefly explain how Campus.com will 
determine whether future expansion is feasible. That is, describe how it will decide 
whether to pursue a specific project. 

Communication and Teamwork 

You (or your team) may be asked by your instructor to hand in and/or present the 
part of your business plan that is related to this part of the text. 


Integrative Video Case: Financing at Cerner Corporation 



Cerner Corporation of Kansas City, Missouri, designs and develops clinical informa¬ 
tion systems for health-care providers. It is the largest health-care consultancy busi¬ 
ness in the United States. It was founded in 1979 and did an initial public offering to 
become a publicly traded company in March 1990, raising $14 million. Its annual rev¬ 
enues have grown at a very fast pace over time. Cerner CEO Neal Patterson says that 
the best equity is what you earn (retained earnings). Cerner frequently relies on re¬ 
tained earnings to support its growth. The company has also allowed its employees to 
provide equity financing by permitting them to invest in the firm, and some of them 
have become millionaires as a result. Thus, the firm was increased its equity without 
the need for financing from new outside owners and without borrowing funds. Pat¬ 
terson observes that businesses need to take risks to be successful, but he also admits 
that he has not lost all fear when making business decisions. More information about 
Cerner Corporation is available at http://www.cerner.com/public. 

Questions: 

Q Explain how Cerner's financing decisions can affect its performance. Specifically, 
how can the financing decision to share equity with employees affect their moti¬ 
vation and performance? 

Q Cerner has commonly used retained earnings to support the growth of its busi¬ 
ness. How does this form of financing affect the firm's capital structure? Why does 
this give Cerner more flexibility to borrow funds in the future? 

Q Explain how the growth of Cerner's business is related to its financing decisions. 

Q Neal Patterson, the CEO of Cerner, says that although his business needs to take 
risks, he does not want to ever lose all fear when making business decisions. What 
does this mean? 
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The Stock Market Game 



Check the performance of your stock. 

Check Your Performance 

Q What is the value of your stock today? 

Q What is your return on your investment? 

Q How did your return compare to those of other students? (This comparison tells 
you whether your stock performance is relatively high or low.) 

Explaining Your Stock Performance 

Stock prices are frequently influenced by changes in a firm's financial strategies, in¬ 
cluding new financing policies and new investment strategies (such as acquisitions). 

A stock's price may increase if investors expect the new financial strategies to improve 
the performance of the firm. A stock's price can also decrease if the financial strategies 
are expected to reduce the firm's performance. Review the latest news about your 
stock. 

|| Determine how your stock's price was affected (since you purchased it) by 
changes in the firm's financial strategies (the main topic in this part of the text). 

Q Identify the specific type of financial policies that caused the stock price to change. 

Q Did the stock price increase or decrease in response to the announcement of new 
financial policies? 


Running Your Own Business 



Q Forecast the revenue of your business in the first year. (Multiply the amount you 
expect to sell over the year times the price charged.) 

Q Forecast the expenses of your business in the first year. Include the cost of materi¬ 
als and supplies, administrative (management) expenses, marketing expenses, 
rent expenses, and interest expenses. 

Q Forecast the earnings (before taxes) of your business. (This is the difference be¬ 
tween the forecasted revenue and the forecasted expenses.) 

Q Assuming a tax rate of 20 percent, forecast your taxes. (You can apply a different 
tax rate if you know what your tax rate would be.) 

Q Forecast your earnings after taxes. (This is the difference between your earnings 
before taxes and the amount of taxes you expect to pay.) 

Q State how much of your own money you will invest as a form of equity invest¬ 
ment in the business. 

Q Indicate whether you will have any co-owners in this business and how much 
money they will have to invest. 

Q State how much money you will need to start your business. (To determine this 
amount, compare expected expenses with expected revenue. Having a cushion is 
helpful in case the expenses turn out to be higher than expected or revenue turns 
out to be less than expected.) 
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Q State how much money you will need to borrow. (You can estimate this amount 
by comparing the amount of money you will need to start your business with the 
amount of equity that will be invested in your business.) 

^ Indicate where you plan to obtain borrowed funds. For example, do you plan to 
obtain a loan from a regular commercial bank or from an Internet bank? 

Q State the interest rate that you expect to pay on the borrowed funds. 

m Describe how long you expect to need the borrowed funds before you can pay 
back the loan. 

Q Forecast your return on equity over the first year based on your forecast of earn¬ 
ings after taxes and the amount of equity invested in your business. 

B3 Describe any big purchases (such as a computer or a machine) that you may need 
to make for your business someday. What factors would be a part of a cost-benefit 
analysis of this purchase? 

Q Explain how much inventory you would have to maintain to avoid shortages. 

^ Would your business generate accounts receivable? If so, how would you manage 
this asset? 


Your C3PGGP in Business* Pursuing a Major and a Career 

in Accounting and Finance 



If you are very interested in the topics covered in this section, you may want to con¬ 
sider a major in Accounting or Finance. Some of the more common courses taken by 

Accounting and Finance majors are summarized here. 

Common Courses for Accounting Majors 

► Principles of Accounting —Focuses on the creation and interpretation of the in¬ 
come statement and the balance sheet. 

► Intermediate Accounting —Deals with the accounting for inventory, fixed assets, 
and operating expenses. 

► Cost Accounting —Focuses on internal accounting related to management 
decisions. 

► Accounting Information Systems —Deals with the design and application of infor¬ 
mation systems used to facilitate accounting. 

► Auditing —Provides an overview of the concepts and methods used to ensure 
the accuracy of accounting reports and financial statements. 

► Internal Auditing —Focuses on the evaluation of internal tasks, procedures, and 
guidelines. 


Common Courses for Finance Majors 

► Financial Management —Emphasizes managerial decisions about financing and 
investing. 

► Personal Finance —Focuses on individuals' financial decisions about budgeting, 
the use of credit, insurance, investments, and retirement planning. 

► Financial Institutions —Examines the sources and uses of funds of financial in¬ 
stitutions; also covers the management, performance, and regulation of finan¬ 
cial institutions. 

► Financial Management of Institutions —Discusses decision making by financial in¬ 
stitutions, exposure of institutions to risk, and how the risk can be managed. 
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► Financial Markets —Provides an overview of securities that are traded in fi¬ 
nancial markets, with emphasis on how financial markets facilitate security 
transactions. 

► Advanced Financial Management —Provides an in-depth analysis of decisions by 
financial managers, including dividend policy, capital structure, and capital 
budgeting. 

► Investment Analysis —Focuses on valuation of securities, investment strategies, 
and managing the risk of investment portfolios. 

► International Financial Management —Discusses financial management from the 
perspective of a firm in an international environment, with emphasis on how 
financial decisions account for exchange rate movements. 

► Real Estate —Provides a survey of real estate investments, the valuation of real 
estate, and the risk of real estate investments. 

Careers in Accounting and Finance 

The following websites provide information about job positions, salaries, and careers 
for students who major in Accounting or Finance: 

► Job position websites: 

http://jobsearch.monster.com Accounting/Auditing, Banking, Finance, 

Insurance, and Real Estate 

http://careers.yahoo.com Accounting/Finance, Banking/ 

Mortgage, Insurance, and Real Estate 

► Salary website: 

http://collegejournal.com/salarydata Accounting, Banking, Consulting, 

Insurance, and Real Estate 
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An information system (IS) collects and processes data into information 
that is provided to users for use in strategic planning, decision making, per¬ 
formance monitoring, and production. These systems give both firms and 
consumers access to vast amounts of information and also facilitate com¬ 
munication within and between all parties. Consequently, they can help 
firms increase their revenue and reduce their expenses. They have also en¬ 
abled new firms to compete in various product markets, which has forced 
firms to be very efficient in order to survive. Virtually all firms use some 
type of IS to store, access, and analyze information; improve communica¬ 
tion with customers; and improve communication among employees. 

If a firm determines how to use information technology to improve its 
efficiency, it can reduce its expenses and increase its earnings. If it can use 
information technology to attract more customers or offer additional prod¬ 
ucts, it can increase revenue and increase its earnings. An IS can be ex¬ 
pensive, however, so firms should also recognize the danger of investing in 
technologies that will not provide a positive return on investment within 
their potentially short useful lives. 


What Is an Information System? 


A complete IS usually includes hardware, software, and telecommunica¬ 
tions as well as people and the data themselves. 


hardware 

the physical components of a 
computer 

system architecture 

the basic logical organization of 
a computer 


Hardware 

The physical components of a computer are collectively called hardware. 
Although computer hardware is constantly changing, the basic logical or¬ 
ganization of computers, often referred to as system architecture, has 
been relatively stable since the mid-1950s. From laptops to mainframes, 
nearly all computers are built around four key components: the central 
processing unit, primary storage, secondary-storage, and peripherals. 


clock rate 

the rate at which a central pro¬ 
cessing unit can perform its most 
basic functions 

hertz 

a unit of frequency equal to one 
cycle per second 


Central Processing Unit 

The central processing unit (CPU) is a microprocessor that performs most 
calculations and moves information between the computer's other compo¬ 
nents. More than any other single component, the CPU determines the 
basic behavior and capabilities of a particular computer. CPUs commonly 
seen in consumer products include Intel's Pentium line and Advanced Mi¬ 
cro Devices' Athlon line. Traditionally, CPUs have been marketed by their 
clock rate. Clock rate is the rate, measured in cycles per second, or hertz, 
at which the CPU can perform its most basic functions. This can be mis¬ 
leading as different processors do different amounts and different kinds of 
work with each cycle. 
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parallel processing 

the use of multiple processors 
acting collectively 


random access 
memory (RAM) 

the primary storage device in a 
computer; holds the programs and 
data that are currently in use 

megabyte (MB) 

one million bytes or roughly one 
million characters 

gigabyte (GB) 

one billion bytes or roughly one 
billion characters 

volatile 

in reference to random access 
memory (RAM), the quality of 
losing data without constant 
power 

hard drive 

sealed magnetic disks that provide 
secondary storage in a computer 

perpendicular magnetic 
recording (PMR) 

a new technology that allows the 
pieces of information in a com¬ 
puter's secondary storage to be 
packed closer together 

terabyte 

one trillion bytes 


The returns on resources spent pursuing higher clock rates are dimin¬ 
ishing as modern processors move closer to practical limits on energy con¬ 
sumption, heat dissipation, and processor miniaturization. This has led 
most of the firms in the processor industry to shift their efforts toward 
increasing the amount of work done with each processor cycle and/or 
the use of multiple processors acting collectively, a technique known as 
parallel processing. For example, Advanced Micro Devices' Athlon64 and 
Apple's G5 CPUs process chunks of data that are twice as large as those 
processed by older processors like Intel's Pentium 4. Meanwhile, the 
Playstation 3 gaming console uses the Cell CPU developed by IBM, Sony, 
and Toshiba. In this case, the Cell processor contains one master processor 
controlling and dividing work among seven specialized subprocessors. 
Though both concepts provide substantial theoretical performance gains, 
the specialized software they require will significantly delay the broad re¬ 
alization of those gains. 


Primary Storage 

Computers typically use random access memory (RAM) as the primary 
storage device that holds the changing programs and data that are cur¬ 
rently in use. RAM is usually measured in megabytes (MBs), one million 
bytes or roughly one million characters, and gigabytes (GBs), one billion 
bytes or roughly one billion characters. RAM is much faster to access than 
secondary storage devices and, unlike a hard drive, can be accessed in any 
order at essentially the same speed. 


Secondary Storage 

RAM is usually volatile, meaning that it loses its data without constant 
power, so computers also have secondary storage available. Today, most 
secondary storage is in the form of sealed stacks of magnetic disks, com¬ 
monly referred to as a hard drive. Today's drives hold hundreds of giga¬ 
bytes of data, but the technology most commonly used to store data on the 
magnetic disks is reaching its physical limit. The pieces of information are 
becoming so close together that they spill over onto neighboring bits of 
data and corrupt them. A new technology known as perpendicular mag¬ 
netic recording (PMR) will allow the pieces of information to be packed 
closer together and should result in terabyte (one trillion bytes) drives for 
consumer desktops by 2007. 

There are also many forms of removable secondary storage that can be 
transported from machine to machine. Some of the more popular second¬ 
ary storage devices include: 

► Optical disc drives. These include devices that use lasers to record various 
formats of CDs and DVDs. CDs hold approximately 650 MB while 
DVDs hold between 4.7 GB and 17.1 GB, depending on formatting. 
Two new formats known as HD DVD and Blu-Ray are competing for 
the right to succeed DVDs as the dominant large-capacity optical stor¬ 
age standard. 

► Flash Memory. Flash memory is similar to RAM except that it is non¬ 
volatile and so holds its data without the need for constant power. This 
allows it to provide storage for popular consumer devices such as digi¬ 
tal cameras, digital audio players, and pocketsize USB data storage 
devices. 
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operating system 

system software that handles 
input from and output to periph¬ 
erals, manages primary and sec¬ 
ondary storage, and executes 
other software 

servers 

powerful computers that provide 
services to other computers in 
a network 


statistical analysis 

a computer model that applies sta¬ 
tistical principles to understanding 
relationships between data and 
certain outcomes 


Peripherals 

The devices attached to the CPU that are neither primary nor secondary 
storage are peripherals. Thousands of different types of general-purpose 
and special-purpose peripherals are available. Those most often found on 
desktop computers include a keyboard, mouse, monitor, printer, network 
interface device, and sound card. 

Computer Software 

Software acts as an intermediary between data, hardware, other software, 
and, finally, the user. When a piece of software is launched, a collection of 
logical, step-by-step instructions to the processor is loaded into primary 
storage (RAM), then run by the CPU. Software can be divided into three 
different categories: 

► System software. System software manages the computer's hardware 
and provides an interface for application software and users to interact 
with the hardware. The most important piece of system software is 
known as the operating system. The operating system handles the in¬ 
put from and output to peripherals, manages the both primary and 
secondary storage, and executes other software. Microsoft's Windows 
and Apple's OS X are examples of system software often seen on con¬ 
sumer computers while Linux and other Unix variants are mostly used 
in powerful computers called servers. 

► Application software. An application performs a specific function for the 
user. One program is intended to create text documents (a word 
processor), while another program is intended to perform financial 
analysis (a spreadsheet), and yet another program is intended to store 
a firm's client list (a database). Applications can be custom-made, cus¬ 
tomized, or purchased off the shelf and run without change. 

► Middleware. Middleware is a relatively new class of software that allows 
other application programs to cooperate with each other. Frequently, 
middleware is designed to give applications access to a variety of data¬ 
bases. ft is particularly useful in organizations that operate more than 
one system or network. 


Uses of Computers 


The potential uses for computers are limited only by the imagination of 
programmers and users. In today's businesses, however, three general 
types of use have become particularly common: 

► Computational models 

► Databases 

► Extraorganizational systems 
Each of these is considered in turn. 

Computational Models 

Computer models may take many forms. Statistical analysis of data, 
which is common in finance and operations management, applies statisti¬ 
cal principles to understanding relationships between data and certain out- 
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optimization models 

computer models that are used 
to represent situations that have 
many possible combinations of 
inputs and outputs 

"what-if" analysis 

a computer model that generates 
different potential business scenar¬ 
ios to answer questions 

decision support 
systems (DSS) 

computer models that are used 
to improve managerial decision 
making 


database 

a collection of related and 
organized data that can be 
queried by a user to extract 
useful information 

database management 
system (DBMS) 

the group of programs that man¬ 
age and extract information from 
a database 


electronic data 
interchange (EDI) 

an interorganizational system that 
allows the computers of two or 
more companies to communicate 
directly with each other 

extensible markup 
language (XML) 

a Web-based technology for an 
interorganizational system that 
allows companies to define their 
own customized sets of standards 
and communicate them over the 
Internet 


comes. Such analysis often entails billions of computations. Optimization 
models are frequently used to help businesses choose their mix of prod¬ 
ucts or design their distribution systems. "What-if" analysis involves gen¬ 
erating different potential business scenarios to answer questions such as 
"What if our sales were 10 percent higher?" or "What if interest rates rise 
by two points?" Managers typically use "what-if" analysis to determine the 
sensitivity of a business situation to changes in many factors, such as 
inflation, economic growth, market share, and costs. Computers are nec¬ 
essary for such analysis, as hundreds of scenarios are often considered. 

Computer models that are used to improve managerial decision mak¬ 
ing are called decision support systems (DSS). DSS applications come in 
two forms. Some are complete applications designed to help managers 
make specific decisions. For example, plant location software can help 
managers decide where to establish a new facility. DSS applications are also 
available in tool form, such as the spreadsheet software that managers use 
to make financial projections. Rather than focusing on a specific problem, 
such tools are designed to help managers create their own models in a 
given situation. 

Databases 

A database is a collection of related and organized data that can be queried 
by a user to extract useful information. The group of programs that 
manage and extract information from a database is called a database 
management system (DBMS). Though not technically the same thing, the 
management applications and the collection of data are often referred to 
collectively as a "database." Popular database systems include Oracle Data¬ 
base, Microsoft SQLServer, and MySQL. Databases are the core of modern 
information systems. They organize, store, and recall the raw data on 
everything from client histories to parts inventories and employee payrolls. 
Although these various databases have traditionally been isolated, new ap¬ 
plications and middleware are making it possible to combine information 
from all corners of an organization and even from outside the organization. 

Extraorganizational Systems 

Extraorganizational systems employ computers and telecommunications 
technology to cross the traditional boundaries of the firm and communi¬ 
cate with other organizations and consumers. 

Interorganizational Systems (I0S) 

Interorganizational systems (IOS) represent the logical extension of a com¬ 
pany's internal information systems to its customers, its suppliers, and 
other interested parties. These systems can produce significant savings in 
ordering costs, while improving order processing time and accuracy. De¬ 
spite the advent of technologies like the Internet and XML, the use of an 
older technology known as electronic data interchange (EDI) has not 
dwindled as fast as many expected. EDI is an internationally agreed-on set 
of formatting and transmission standards that allows the computers of 
two or more companies to communicate directly with each other, with¬ 
out human intervention. Extensible markup language (XML) is a newer 
Web-based technology that serves the same purpose as EDI but allows 
companies to define their own customized sets of standards and commu¬ 
nicate them over the Internet. 
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just-in-time (JIT) 

a system that attempts to reduce 
materials inventories to a bare 
minimum by frequently ordering 
small amounts of materials 


enterprise resource plan¬ 
ning (ERP) systems 

software programs that automate 
all of a firm's business procedures 
and support the flow of informa¬ 
tion across departments 

back-office systems 

another name for enterprise re¬ 
source planning (ERP) systems; so 
named because they do not inter¬ 
act directly with customers and 
the general public 


Even managers skeptical of the benefits of lOS may find they have no 
choice but to install these systems because a growing number of compa¬ 
nies, such as Wal-Mart, refuse to do business with vendors that will not 
hook up electronically. Once complete, these systems can improve the 
efficiency of transactions and promote better relationships between sup¬ 
pliers and customers. They also allow the development of entirely new dis¬ 
tribution channels and strategies such as just-in-time (JIT) inventory. JIT 
inventory systems use automated ordering systems that communicate over 
an lOS to keep firms' raw materials inventories at the most efficient level. 

Communication with Consumers 

The Web has made vast amounts of product information available to con¬ 
sumers and has given firms a new avenue for advertising, but the most 
significant advance have been those that allow consumers to interact di¬ 
rectly with formerly internal company systems. These advance include 
automated phone systems known as interactive voice response (fVR) 
systems, ATM networks, and, of course, interactive Web pages. These tech¬ 
nologies allow firms to efficiently give their customers maximum conve¬ 
nience and control over the products they purchase. 

The evolution of computer systems, software, and architecture 
through the years has left many companies with a lack of uniformity in 
their overall system. Most large companies and many smaller companies 
have implemented enterprise resource planning (ERP) systems to sup¬ 
port the flow of information across all of their departments, including 
accounting, marketing, human resources, and manufacturing. These sys¬ 
tems are sometimes referred to as back-office systems because they do not 
directly interact with customers and the general public. 

ERP systems are elaborate software packages that attempt to automate 
all of a firm's business procedures. Customer orders, inventory control, 
staffing levels, and other functions are linked together through ERP soft¬ 
ware. The system records every transaction and continually updates all of 
the connected departments. This software allows all users to be more in¬ 
formed about their company's resources and commitments. A salesperson 
who records an order into a laptop begins a transaction that will adjust in¬ 
ventory, notify manufacturing, and create an invoice in accounting. 

ERP software has a number of drawbacks, however. The software of¬ 
ten costs in excess of $50,000 per user, ft is not unusual for large compa¬ 
nies to spend more than $100 million and many years to implement ERP 
systems. A firm must convert data, modify existing systems, overhaul the 
network infrastructure, and train employees on the new system to create 
the data warehouse the ERP systems allow. Once completed, ERP systems 
allow users to easily generate data and reports on transactions, supplier 
performance, inventory levels, supply prices, department performance, 
and demand forecasts. The consolidation of all this information into a 
single system allows for improved high-level analysis and decision making. 


Manaqinq Today's Information Technoloqies 


The growing importance of information technology to today's businesses 
means that every manager, not just 1$ managers, must become familiar 
with issues relating to the management of information technology. The fol¬ 
lowing six areas are particularly important: 
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► Managing the firm's information system architecture 

► Managing the firm's network infrastructure 

► Acquiring software 

► Managing the development of information systems 

► Managing the implementation of information systems 

► Managing the security of information systems 


network 

a system of computers, peripher¬ 
als, terminals, and databases con¬ 
nected by communication lines 

host (node) 

a member of a computer network 

distributed processing 

processing that occurs in multiple 
locations 

scalability 

the ability of an information 
system to grow 

stand-alone system 

system architecture consisting of 
one or more computers that func¬ 
tion independently 


Managing the Firm's Information System Architecture 

The choice of IS architecture can play a critical role in determining the ca¬ 
pabilities of the firm. For example, the architecture can determine the abil¬ 
ity of employees to share information and work together, affect how 
quickly a company can respond to customer requests, and alter the ways 
in which a company offers its goods and services. 

Almost all IS architectures require a network that provides any-to-any 
connectivity among computers and other network-capable equipment. 
For example, if given a unique phone number, the telephone network can 
connect your phone to any other phone in the world. Each member of a 
computer network is referred to as a host or node. Networks allow pro¬ 
cessing to occur in multiple locations, a concept known as distributed 
processing. Distributed processing increases scalability, the ability of an 
information system to grow, and increases tolerance to individual compo¬ 
nent failures. 

Several common information system architectures are considered next. 

Stand-Alone System 

The stand-alone system, illustrated in Exhibit A. 1, consists of one or more 
computers that function independently and do not have the ability to com¬ 
municate with one another. This architecture is rarely seen and is the only 
one that does not require a network and does not perform distributed pro¬ 
cessing. The isolation of stand-alone systems makes them much easier to 
secure, however, so they may be required if a company must comply with 
stringent security protocols such as those enforced by the Central Intelli¬ 
gence Agency (CIA) and Department of Defense. 


Exhibit A.1 





A Stand-Alone System 




























































692 APPENDIX A 


USING INFORMATION TECHNOLOGY 


Exhibit A.2 

ATerminal-Host System 


terminal-host 

an early type of information sys¬ 
tem architecture that uses a single 
central computer (a mainframe), 
with which users interact through 
terminals 

terminal 

in a terminal-host system, a device 
that can only perform input and 
output and cannot do any process¬ 
ing of its own 

legacy systems 

systems that utilize outdated tech¬ 
nology and methods but continue 
to be used because of the large in¬ 
vestment required to replace them 



Terminal-Host Systems 

The first step in distributed processing came in the 1960s with the 
terminal-host architecture. These systems use a single central computer, 
usually referred to as a mainframe, with which users interact through 
terminals. Exhibit A.2 illustrates a terminal-host system. A terminal is 
sometimes referred to as a "dumb client" because it only performs input 
and output and cannot do any processing of its own. The fact that all pro¬ 
cessing takes place at a central location eases management and scalability. 
Though the arrival of cheap, powerful personal computers (PCs) has made 
the terminal-host concept largely obsolete, many systems still remain in 
use as legacy systems. Legacy systems use outdated technology and meth¬ 
ods but linger due to the large investments required to replace them. 

File Server Systems 

File server systems, are common in organizations of all sizes. In this type of 
system, a hie server stores applications and data that are sent to client PCs 
where they are actually run and manipulated. Since all applications and 
data must be processed on PCs, these systems have limited scalability but 
they are relatively easy and inexpensive to create. 

Client-Server Systems 

Client-server systems consist of active clients that make requests and pas¬ 
sive servers that provide the information requested. Unlike terminal-host 
systems and hie server systems, a client-server architecture allows pro¬ 
cessing on both clients and servers. One of the most popular client-server 
systems is the World Wide Web. In this system, the client is a Web browser, 
that makes requests of a Web server. The Web server then responds with 
the requested information. The Web browser processes this response and 
displays it to the user in a useful way. Microsoft Internet Explorer and 
Mozilla Firefox are the two most popular Web browsers. 

One of the most important features of a client-server system is that 
each server can also be a client. For example, the Web server may also 
act as a client and make a request to a database server for the information 
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multitier (n-tier) 
architecture 

a feature of a client-server system 
that allows each server to also be 
a client 


backend 

in a client-server system, the sys¬ 
tem or systems, such as database 
and middleware servers, that 
do not interact directly with the 
user's client software 


bandwidth 

the amount of information of a 
network can carry 

local area network (LAN) 

a network or collection of net¬ 
works in a confined geographic 
area such as a room, house, or 
building 

campus area network (CAN) 

a large local area network (LAN) 
that covers an entire site such as a 
university, corporate office com¬ 
pound, or military base 

hub 

in a local area network (LAN), 
connecting equipment that trans¬ 
mits communications to the entire 
network 

switch 

in a local area network (LAN), 
connecting equipment that 
provides better security and 
performance than hubs over 
private, computer-to-computer 
connections 

wide area network (WAN) 

a network that connects two or 
more local area networks (LANs) 
or WANs together, often over a 
wide geographic area 

router 

a device that connects local area 
networks (LANs) to wide area net¬ 
work (WANs) and other LANs; 
maintains tables of computer and 
network locations so that it can 
route incoming information to 
the correct place 


that it needs to fill the request from the Web browser. This is referred to 
as multitier or n-tier architecture. These systems are almost infinitely 
scalable and highly manageable as more specialized tiers can be added 
to satisfy growing performance requirements. Each tier communicates 
through middleware, and computers dedicated to running this soft¬ 
ware are often the next tier added after user interfaces (including Web 
browsers), application servers (including Web servers), and database 
servers. The system or systems, such as database and middleware servers, 
that do not interact directly with the user's client software are generally re¬ 
ferred to as the backend. 

Peer-to-Peer Systems 

In a peer-to-peer system, all members function as both servers and clients. 
Each member, or host, in a peer-to-peer system contributes resources in¬ 
cluding processing power, storage, and the ability to send information over 
a network. Ideally, this means that the arrival of an additional user brings 
both higher performance demands and more resources with which to fill 
those demands. True peer-to-peer networks are extremely resilient as they 
do not rely on powerful, centralized servers for their functions. Peer-to- 
peer technology has entered the lives of consumers mainly as file sharing 
services such as Napster, Gnutella, and Kazaa. 

Managing the Firm's Network Infrastructure 

A firm's network allows the sharing of information, services, and equip¬ 
ment and provides the connectivity that makes most of the previously 
discussed information system architectures possible. The amount of infor¬ 
mation a network can transmit at a given time is called bandwidth. Estab¬ 
lishing and maintaining a network can be very expensive, and the costs are 
important to consider when choosing a system architecture. Networks are 
divided into two primary categories: local area networks and wide area 
networks. Both are somewhat loosely defined concepts rather than distinct 
technologies: 

► A local area network (LAN) is a network or collection of networks 
in a confined geographic area such as a room, house, or building. 
Larger LANs, known as campus area networks (CANs), cover whole 
sites like universities, corporate office compounds, and military bases. 
LANs generally consist of computers and equipment connected with 
switches or hubs. Hubs transmit communications to the entire net¬ 
work and leave the network members to determine which communi¬ 
cations are intended for them. Switches provide better security and 
performance over private, computer-to-computer connections. 

► Wide area networks (WANs) connect two or more LANs or WANs to¬ 
gether, often over a wide geographic area. WANs may be private, such 
as a WAN that connects scattered corporate offices, or they may be pub¬ 
licly accessible like the Internet. LANs are connected to WANs (and 
other LANs) using a device called a router. Routers maintain tables of 
computer and network locations so that they can route incoming in¬ 
formation to the correct place. 

Network data may be sent over a wide variety of mediums, including 
wired and wireless technologies or various combinations of the two, as de¬ 
scribed next. 
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optical fibers 

flexible glass or plastic fibers used 
to transmit data in networks 


wi-fi (802.1 lx) 

a collection of data-oriented wire¬ 
less network technologies 


Wired 

Networks are referred to as "wired" when they use a physical medium to 
transmit their data. This medium can, of course, be composed of copper 
wires like the ubiquitous Ethernet cable, or it may be made of flexible glass 
or plastic fibers known as optical fibers. Ethernet cable looks like a heav¬ 
ier phone cord and is categorized by the bandwidth it is capable of offering. 
The two most common are category or "cat" 5, which can transmit 100 MB 
per second, and cat 6, which can transmit 1 GB per second. Ethernet cable 
is limited to a maximum run of 100 meters, so it cannot be used for long¬ 
distance connections without additional hardware. Lasers are able to send 
data down optical fibers because the fiber walls do not allow the laser light 
to escape until it has reached the opposite end of the cable. Fiber optic tech¬ 
nology has a number of advantages over copper wire including enormous 
capacity, resistance to interference, the ability to transmit over long dis¬ 
tances, and increased security. The cost per unit of information transmit¬ 
ted is much lower with a fiber optic system, but the cost of entry, though 
falling, is still high enough to limit its use. 

Wireless 

Wireless network technologies include various cellular phone and data ser¬ 
vices provided by companies like Verizon, AT&T Wireless, and Sprint as 
well as a collection of more data-oriented technologies referred to generi- 
cally as wi-fi or 802.1 lx. One might see wi-fi technologies used to pro¬ 
vide Internet access in coffee houses, libraries, parks, and other public 
places. Cellular and wi-fi are gradually coming closer together in terms of 
functionality. Initially, the cellular services provided slow data transmission 
but good coverage, whereas wi-fi provided high-speed network access 
but only over very limited ranges. Both technologies have improved sig¬ 
nificantly and are now beginning to compete with one another as some 
vendors are offering mobile devices that can access both types of networks. 
Wireless networks do not require the installation of cables and so are, in 
theory, easy and inexpensive to establish. Their use of radio broadcasts, 
however, opens them to interference, eavesdropping, and other security 
breaches. 

Acquiring Software 

Much of the software used in any business is packaged software, which can 
be purchased off the shelf and used with no actual programming. The de¬ 
cision as to which software to purchase should not be made lightly. Issues 
that a manager should consider include the following: 

► Compatibility. Any new software must be compatible with a firm's 
existing hardware and software. Questions the manager should ask 
include: 

► Will the company's existing hardware handle the new software? 

► Can the new software convert the information created by the old 
software? 

► Can the new software exchange information with other applications 
that the firm uses? 

► Upgradability. Because software needs change so quickly, businesses 
should anticipate that they will need to upgrade their software regu- 
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subscription model 

a method of upgrading software 
in which a user pays a monthly or 
yearly subscription to access a soft¬ 
ware product 


source code 

the inner workings of a software 
program 


larly, usually every two to three years. The package's upgrade policy 
and history are therefore important over the long run. Questions the 
manager should ask include: 

► Is the vendor's business stable? 

► How long does the vendor intend to support the product? 

► How often are upgrades introduced? 

► What do upgrades typically cost? 

An alternative upgrade method is to pay an annual fee to have new 
versions of software automaticafly instafled. A variation of this business 
plan is called the subscription model. Companies that use this model 
sell monthly or yearly subscriptions to access a software product. This 
arrangement effectively converts a software product into a service and 
so provides a constant revenue stream to the vendor. The promise of 
support and upgrades to consumers has not been enough to create 
broad demand for the model, however. 

► Support. The cost of a software package is often far less than the costs 
of learning to use it. These costs include required training, productiv¬ 
ity declines during the period when employees are learning the appli¬ 
cation, and the use of technical support. Such costs must be factored 
into the software acquisition decision. Questions the manager should 
ask include: 

► How difficult is it to learn the new software? 

► What training resources are available? 

► What are the vendor's technical support policies? 

► Scalability. The ability of a software package to meet increased perfor¬ 
mance demands with additional resources, usually hardware and 
telecommunications, is extremely important for dynamic and growing 
businesses. Questions the manager should ask include: 

► Can the performance of the software be expanded or contracted by 
adding or removing resources? 

► Can the resources and users of the product be distributed over a wide 
geographic area? 

In addition, managers should consider the long-term implications of every 
software decision. Compatibility issues and the need to retrain users mean 
that all software acquisition decisions ultimately interrelate. Thus, a com¬ 
pany should reevaluate its entire software policy every four to five years. 

Open Source Software 

A piece of software is classified as "open source" when the detailed inner 
workings of the program are made public under an open source license. 
These inner workings, called source code, are maintained as a closely held 
secret by commercial software vendors. Open source software may be 
freely used, studied, modified, reused, or marketed. It is often created by 
adhoc and unpaid communities of developers that organize the software 
design, development, and distribution through websites like sourceforge 
.net. Though it was initially met with skepticism, the broad acceptance of 
open source software such as the Linux operating system, the Apache Web 
server, and the Firefox Web browser has won the concept much attention 
and even major corporate support from IBM and others. 
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Customized Software 

Although packaged software can provide an inexpensive solution for many 
needs, on occasion a firm needs software to accomplish a task that is not 
directly supported by an existing package. In such a situation, the firm fre¬ 
quently faces three alternatives: 

► Modify the company's business processes to fit an existing software package. Al¬ 
though many managers may balk at having to change the way they do 
business to accommodate the needs of a $100 software tool, sometimes 
this approach makes sense. Packaged software, such as accounting ap¬ 
plications and project management tools, is usually designed around 
sound business practices. As a result, adopting a software package can 
sometimes provide the means for improving the firm's administrative 
processes. 

► Customize an existing application. Particularly in the accounting area, 
custom development often starts with a basic package that is modified 
to meet the firm's specific needs. Much less programming is needed 
than when an entire system is written from scratch. A problem, how¬ 
ever, is that modifications to the basic package may make it difficult 
and expensive to upgrade when new versions of the basic package are 
introduced. If the required modifications are extensive, this alternative 
may turn out to be as expensive as programming the entire application 
from scratch. 


object-oriented 
programming (OOP) 

a technique for writing computer 
programs that facilitates the cre¬ 
ation of new software applications 
out of individual parts (objects) 

object 

in object-oriented programming, 
an individual part that acts as a 
miniature independent program 
that can take information from 
and send it to other objects and 
perform processing 


► Build an entirely new application. Particularly for complex, specialized 
applications, creating an application from scratch is often necessary. 
The chief advantage of this approach is that it allows the firm to design 
an application specifically to meet its needs. The costs of custom de¬ 
velopment can be high, however. Custom development also carries 
two significant risks: the risk of major cost overruns and the risk that 
the application will not be completed. These risks increase with the size 
of the application, its complexity, and the firm's lack of experience with 
the technologies involved. 

A popular computer program writing technique known as object- 
oriented programming (OOP) facilitates the creation of new software 
applications out of individual parts known as objects. Each object acts 
as a miniature, independent program that can take information from 
and send it to other objects, and perform processing. This technique 
eases the creation of new applications as they can be pieced together 
out of purchased, open source, or previously used objects and new, 
custom-made objects. The idea is similar to putting together a custom 
car. Many parts perform standard functions and may be purchased 
from a reliable manufacturer or donated by a trusted friend while parts 
that give the car its distinct look are custom-made. The tried-and-true 
manufactured and donated parts combine with the custom parts to 
form a unique car that is easier to build, cheaper, and more reliable 
than a made-from-scratch vehicle. 


Even after choosing one of the software options, managers must decide 
whether the firm should employ a staff of programmers to build and main¬ 
tain its computer applications or hire outside consultants to develop them. 
In today's rapidly changing technology environment, applications com¬ 
monly must be updated every two to five years, or they become obsolete. 
In choosing a development strategy, the firm must map out a path that en¬ 
sures ongoing maintenance. 
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systems development life 
cycle (SDLC) 

the traditional approach to 
systems development involves 
decomposing a system into its 
functional components 


bugs 

errors in software code 


prototype 

a working system with limited 
functionality 


alpha testing 

during systems development, the 
process of making the new appli¬ 
cation available to a carefully 
selected subset of sophisticated 
users; done when the application 
approaches full functionality 

beta testing 

during systems development, the 
process of testing a fully functional 
version of the new application 
with a wider group of users than 
was used for alpha testing 


Managing the Development of Information Systems 

The traditional approach to managing systems development, sometimes 
referred to as the systems development life cycle (SDLC), involves de¬ 
composing a system into its functional components. The SDLC project 
management method is especially useful when matched with OOP tech¬ 
niques. For example, an accounting application would be broken down 
into modules and submodules, each representing a distinct function in the 
overall accounting process. Project management techniques, such as PERT 
charts or critical path analysis, are then employed to organize and monitor 
the development of the system as a whole. Using such techniques, man¬ 
agers are able to assess how the project is proceeding and compare its 
progress with the original plan. 

Unfortunately, the accuracy of project management techniques is not 
guaranteed. Errors in the code, commonly referred to as bugs, can lead to 
major problems. Bugs can cause significant delays as they are often dis¬ 
covered only after a presumably completed module has been connected to 
other modules. 

Incremental Development Techniques 

In recent years, incremental development techniques, which distribute 
testing more uniformly throughout the development cycle, have gained in 
popularity. Such techniques usually involve the rapid creation of a work¬ 
ing system with limited functionality, known as a prototype. Once the ini¬ 
tial prototype has been created, additional features are added, with testing 
being performed at each stage of development. This ongoing testing re¬ 
duces the number of bugs uncovered at the end of the development pro¬ 
cess. As the application approaches full functionality, it is often made 
available to a carefully selected subset of sophisticated users, a process 
known as alpha testing. These users run the software, reporting problems 
to the developers and making suggestions for additional functionality. 
Once a fully functional version of the application has been created, a wider 
group of users is given the software—a process called beta testing. These 
users, who more closely resemble "average" users in their level of experi¬ 
ence, generally focus on detecting bugs. The size and scope of alpha and 
beta testing programs vary widely, but they can be huge. The first beta ver¬ 
sion of Microsoft's latest Windows implementation, Vista, was released to 
approximately 10,000 developers followed by a public, second beta version 
that had an estimated 500,000 testers. 

Managing the Implementation of Information Systems 

Managers often assume that the actual development of a system or the 
acquisition of appropriate software is the major obstacle to creating a 
successful information system. Managing system implementation—the 
process of transferring a system to its intended users in a production 
environment—often proves far more difficult than design and technical 
development. Easing implementation must be a priority from the time the 
project is proposed, through its design and development, and during pre¬ 
implementation testing and training. Keys to a more easily implemented 
system include: 

► Ensuring that a need for the system has been established and communicated 

throughout the organization. Users at all levels must be aware that a bona 
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fide need for the system exists. The more visible the need, the better. 
For example, a system that keeps inferior products from getting to the 
customer has obvious appeal. 

► Ensuring that the system has top management support. In study after study, 
top management support has been reported as a factor that con¬ 
tributed to successful implementation. This support increases the like¬ 
lihood that adequate resources and authority will be available to those 
working on the project. 

► Give potential users a significant role in the system design and development pro¬ 
cess. Such participation is vital to creating a useful system that performs 
the tasks it needs to perform. It also leads to an increased sense of user 
involvement and ownership among users. That sense of ownership, in 
turn, can cause users to see themselves as partners in trying to ensure 
the system's success. 

► Ensuring that the product has been adequately tested. This means closely 
monitoring software reaction with a wide variety of situations and in¬ 
puts. Essentially, the testers' job is to get the software to fail before it is 
put to use. Any failure in a production environment can be very ex¬ 
pensive and frustrating to users. 

► Ensuring that users are adequately trained. Both written documentation 
and hands-on training should be provided for users and administra¬ 
tors. Training should cover all circumstances likely to arise during day- 
to-day use of the system. 

After implementation is complete and obvious bugs are corrected, it is im¬ 
portant to examine both the new system and the interacting business prac¬ 
tices for opportunities to improve efficiency and functionality. 


Managing the Security of Information Systems 

The widespread use of information technology in organizations has sig¬ 
nificant security implications for management. Information technology in¬ 
creases a firm's vulnerability to both data theft and system disruption. 


data theft 

the illegal gathering of informa¬ 
tion from an information system 

hackers 

people who gain unauthorized 
access to a system through techni¬ 
cal skill and manipulation 


identity theft 

the fraudulent assumption of an¬ 
other person's identity, usually 
with the intent to take on debt, 
empty bank accounts, or commit 
crimes under the assumed identity 


Data Theft 

Information technology has increased the potential for data theft, or the 
illegal gathering of information. People who gain unauthorized access to a 
system through technical skill and manipulation are known as hackers. 
Hackers involved in data theft are usually looking for personal informa¬ 
tion like Social Security and credit card numbers or for other valuable 
information like corporate and military secrets. The theft of sensitive cor¬ 
porate or military information is usually a closely guarded secret, but the 
theft of personal information is often publicly disclosed to meet legal re¬ 
quirements. In a 2005 incident, personal information for approximately 
310,000 people was exposed when data broker LexisNexis's database was 
accessed with stolen account information. The exposed data included 
driver's license numbers. Social Security numbers, and other private infor¬ 
mation, making those affected by the theft vulnerable to identity theft. 
Identity theft is the fraudulent assumption of another person's identity, 
usually with the intent to take on debt, empty bank accounts, or commit 
crimes under the assumed identity. A 2005 study estimated the annual cost 
of identity fraud crimes in the United States at $52.6 billion. Legislatures at 
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denial of service (DoS) 

disruption to an information sys¬ 
tem caused by a deliberate attack; 
usually perpetrated by overloading 
system resources 

malware 

"malicious software"; any software 
program written with the intent 
to cause harm to an information 
system 


spammers 

those who send junk e-mail for 
money 

spam 

junk e-mail 


both federal and state levels are beginning to react with closer regulation 
and increased disclosure requirements for firms in possession of personal 
information. 

System Disruption 

System disruption occurs when an information system cannot provide 
normal functionality to its legitimate users. System disruption can be 
caused by telecommunications failures, power failures, and internal sys¬ 
tem failures or by deliberate attacks against the system. A deliberate attack 
that causes system disruption is called a denial of service (DoS) attack. DoS 
attacks are usually perpetrated by overloading system resources like band¬ 
width and processing power with fake information and processing re¬ 
quests. Another category of attacks that may facilitate a DoS attack or cause 
system disruption on its own is called malicious software or malware. Any 
software program written with intent to cause harm to an information sys¬ 
tem falls into this category. Malware is divided into a number of different 
and often overlapping categories, the most common of which are viruses, 
worms, Trojan horses, and spyware. 

► Viruses infect host files, often documents or executables attached to e- 
mails, and spread when those host files are transferred from one com¬ 
puter to another. Their effects range from fairly benign (displaying a 
message, then disappearing) to extremely destructive (making the 
hard drive inaccessible). The most prominent effect of viruses, how¬ 
ever, is the huge amount of computer and network resources con¬ 
sumed by their reproduction. 

► Worms are similar to viruses but are self-contained and do not re¬ 
quire host files. In 2004, the MyDoom worm spread via e-mail at a 
record pace, costing firms billions of dollars in employee time, lost 
business, and wasted computer resources. At one point, it is estimated 
that the worm accounted for one in every five e-mail messages on the 
Internet. 

► Trojan horses are disguised applications that allow a computer to be 
remotely controlled without the computer owner's knowledge. They 
cannot replicate themselves, so they are often attached to viruses and 
worms that transmit and activate them. 

► Spyware covertly gathers and transmits data about the infected com¬ 
puter and its users to an individual or company that usually uses the 
information for commercial gain. Spyware does not self-replicate and 
so relies on tricking users into installing it. 

Attacks may be motivated by revenge, desire to commit vandalism, or 
even international conflict, but the pursuit of commercial gain has become 
a dominant force. For example, the MyDoom worm appears to have been 
commissioned by spammers (those who send junk e-mail for money), 
with the intent of infecting and gaining control over a wide network of 
computers. These computers could then be used to send massive amounts 
of junk e-mail or spam. 

Preventing Security Failures 

The object of information systems security is to ensure that users or other 
programs can perform only the system actions that they are authorized 
to perform. Though it is impossible to make a system that is both totally 
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encryption 

scrambling data so that they 
can be read only after being de- 
scrambled with the correct key 


secure and useful, a number of steps can be taken to make security 
breaches more difficult. The best way to do this is by addressing security at 
every level of the information system. 

► Users should be properly screened and trained and should be allowed 
to access only the functions and resources required by their job. Train¬ 
ing should include procedures for protecting passwords (see Exhibit 
A.3). The majority of security breaches are committed by or facilitated 
by current or former employees. Restricting access as much as possible 
without hindering job performance limits the damage they can do. 

► Computer hardware should be physically secure and closely 
monitored. 

► Networks should have carefully planned authorization protocols, and 
the telecommunications devices, including routers and switches, 
should be free of known security flaws. Firewalls should be in place to 
help prevent unauthorized access from outside the network. Sensitive 
data transmissions should be encrypted. Encryption scrambles data 
so that they can be read only after being descrambled with the cor¬ 
rect key. 

► Like networks, applications should require user authentication and 
should not have security flaws that allow unauthorized access. The ap¬ 
plications themselves should also have their access limited to resources 
required to fulfill their functions. If the applications are subsequently 
compromised, the damage they can do will be confined to a portion of 
the information system. 

All security procedures should be governed by a well-designed security 
policy that has the support of upper management. 


Exhibit A.3 

Protecting Passwords 


► Never use the same password on two systems. On many systems, the system operator 
can read users'passwords. An unscrupulous system operator could use that informa¬ 
tion to access other user accounts with the same password. 

► Never use meaningful personal information for a password. Using information such as 
birthdays, children's names, or your brand of car may make it possible for a persistent 
co-worker to get into your account. 

► Never use an actual word for a password. On many systems, passwords are stored in 
such a way that hackers, using a dictionary, can determine the password of any user 
who uses an actual word. 


► Avoid writing a password down. Never leave a written password anywhere near the 
system on which it is used, and never write it down next to the user ID for the system. 

► Never type a password when someone is looking. The easiest way to get someone's 
password is to watch it being typed. 
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How to Invest in Stocks 


As a firm's business performance changes, so does its stock price. Since per¬ 
formance levels vary among firms, so do stock price movements. Investors 
who select high-performing firms will typically earn higher returns on 
their investments. Some stocks have increased by as much as 1,500 percent 
in one year. Thus, an investor who invested $10,000 in the stock at the be¬ 
ginning of this period and sold the stock one year later would have received 
$150,000. Meanwhile, the stock prices of some other firms may have de¬ 
clined by 100 percent over that same period. Thus, investors who invested 
$ 10,000 in these stocks at the beginning of the period would have lost their 
entire investment. Investors who understand how stock prices are affected 
by various factors may be better able to select stocks that will generate high 
returns. 


How a Firm's Stock Price and Value 
Are Related 


A stock's price should represent the value of the firm on a per-share basis. 
For example, if a firm is valued at $600 million and has 20 million shares, 
its stock price is: 


$tock Price 


Value of Firm 
Number of 5hares 


$600,000,000 
20,000,000 $hares 

= $30 per $hare 


As the performance of the firm improves, investors' demand for the stock 
will increase. Consequently, the stock price will rise. 

A stock price by itself does not clearly indicate the firm's value. Con¬ 
sider Firms A and B, each with stock priced at $40 per share. Assume, 
however, that Firm A has 10 million shares outstanding and Firm B has 
20 million shares. Thus, the value of Firm A is $400 million, while the 
value of Firm B is $800 million. 


Understanding Stock Quotations 


Financial newspapers such as The Wall Street Journal, Barron's, and Investors' 
Business Daily publish stock quotations, as do USA Today and local news- 
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Exhibit B.1_ 

Example of a Stock 
Quotation for IBM 



papers. Although the format of stock quotations varies among newspapers, 
most quotations provide similar information. Stock prices are always 
quoted on a per-share basis. Some of the more relevant characteristics that 
are quoted are summarized next. Use the stock quotations for IBM shown 
in Exhibit B.l to supplement the following discussion. 

52-Week Price Range 

The stock's highest price and lowest price over the last 52 weeks are 
commonly quoted just to the left of the stock's name. The high and low 
prices indicate the range for the stock's price over the last year. Some 
investors use this range as an indicator of how much the stock fluctu¬ 
ates. Other investors compare this range with the prevailing stock price, 
as they purchase a stock only when its prevailing price is not at its 52-week 
high. 

Notice that IBM's 52-week high price was $94 and its low price was 
$82 per share. The low price is about 13 percent below the high price, 
which suggests a fairly narrow range over the last year. At the time 
IBM's stock price hit its 52-week low price, IBM's market value was about 
13 percent less than its market value at the time its stock price reached its 
52-week high. 


Symbol 

Each stock has a specific symbol that is used to identify the firm. This sym¬ 
bol may be used to communicate trade orders to brokers. Ticker tapes 
displayed in brokerage firms or on financial news television shows use 
the symbol to identify each firm. The symbol is normally placed just to 
the right of the firm's name if it is shown in the stock quotations. The sym¬ 
bol is usually composed of two to four letters for each firm. For example, 
IBM's symbol is IBM, Home Depot's is HD, Motorola's is MOT, and Yahoo!'s 
is YHOO. 

Dividend 

The annual dividend (DIV) is commonly listed just to the right of the firm's 
name and symbol. It indicates the dividends distributed to stockholders 
over the last year on a per-share basis. For example, a dividend quotation 
of $4 indicates that annual dividends of $4 per share were distributed, or 
an average of $ 1 per share for each quarter. The annual dollar amount of 
dividends paid can be determined by multiplying the dividends per share 
times the number of shares outstanding. If the firm that paid dividends of 
$4 per share had 100 million shares of stock outstanding during the last 
year, it paid out annual dividends of $400 million. 

$ome stock quotation tables also show a dividend yield (YLD) next 
to the annual dividend, which represents the annual dividend per share 
as a percentage of the stock's prevailing price. For example, if the annual 
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dividend is $4 per share and the stock's prevailing price is $80 per share, 
the stock's dividend yield is: 

Dividends Paid per Share 

Dividend Yield =----- 

Prevailing Stock Price 

$4 

~ $80 
= 5% 

Some firms (such as General Electric) attempt to provide a somewhat 
stable dividend yield over time, while other firms do not. For other firms 
(such as Nike), the dividend yield varies substantially over time. Some 
other firms (such as Yahoo!) reinvest all of their earnings rather than pay 
dividends. 

Price-Earnings Ratio 

Most stock quotations include the stock's price-earnings (PE) ratio, which 
represents the firm's prevailing stock price per share divided by the firm's 
earnings per share (earnings divided by number of existing shares of stock) 
generated over the last year. For example, if a stock is currently priced at 
$80 per share, and its earnings over the last year were $8 per share, the 
stock's price-earnings ratio is: 

Stock Price per Share 

Price-Earnings Ratio =- 

Earnings per Share 

_ $80 

$8 

= 10 

The price-earnings ratio is closely monitored by some investors who be¬ 
lieve that a low PE ratio (relative to other firms in the same industry) sig¬ 
nals that the prevailing price is too low based on the firm's earnings. That 
is, they perceive the stock as undervalued. 

Volume 

The volume (referred to as "Vol" or "Sales") of shares traded on the previ¬ 
ous day is commonly included in stock quotations. The volume is normally 
quoted in hundreds of shares. It is not unusual for 1 million shares of a 
large firm's stock to be traded on a single day. Some newspapers also show 
the percentage change in the volume of trading from the day before. 

Previous Day's Price Quotations 

The high price (Hi) and low price (Lo) for the previous trading day are nor¬ 
mally included in stock quotations, along with the closing price (Close) at 
the end of the day. In addition, the change in the price is also typically pro¬ 
vided and indicates the increase or decrease in the stock price from the 
closing price on the previous trading day. 

Stock Index Quotations 

Most financial news reports on the general performance of the stock mar¬ 
ket over a given day mention how particular stock indexes changed. Each 
stock index represents a particular set of stocks. For example, the follow¬ 
ing indexes are commonly quoted: 
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Exhibit B.2 

Firms That Make Up the 
Dow Jones Industrial 
Average Index 


Index 

Description 


Standard & Poor's (S&P) 500 Index 

500 large firms 


Dow Jones Industrial Average (DJIA) 

30 large industrial firms 


Standard & Poor's (S&P) 600 Small Cap 

600 small publicly traded firms 


Nasdaq 100 

100 firms traded on the Nasdaq 


The two most commonly cited indexes are the S&P 500 Index and the 
Dow Jones Industrial Average, which are monitored to assess general mar¬ 
ket performance for the previous day or a previous period. The firms that 
make up the Dow Jones Industrial Index are identified in Exhibit B.2. The 
S&P 500 and Dow Jones Industrial Average indexes are not proper indica¬ 
tors for specific industries or for smaller stocks, however. 

Firms That Make Up the Dow Jones Industrial Average Index i 

Aluminum Co. of America 


$26.79 

Altria Group 


70.70 

American Express 


55.24 

American International Group 


59.20 

Boeing 


67.02 

Caterpillar 


55.49 

Citigroup 


43.77 

Coca-Cola 


44.00 

Disney 


25.19 

DuPont 


39.57 

ExxonMobil 


59.90 

General Electric 


33.61 

General Motors 


34.19 

Hewlett-Packard 


27.76 

Home Depot 


40.32 

Honeywell 


38.28 

IBM 


80.62 

Intel 


25.72 

Johnson & Johnson 


63.39 

J.P. Morgan Chase 


33.89 

McDonald's 


32.45 

Merck 


28.23 

Microsoft 


27.38 

Pfizer 


25.48 

Procter & Gamble 


55.48 

SBC Communications 


24.08 

3M 


71.15 

United Technologies 


50.00 

Verizon 


32.71 

Wal-Mart 


44.96 
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Measuring the Return on Stocks 


Stockholders can earn a return from a particular stock through a dividend 
or an increase in the stock's price. Over a given period, the return to stock¬ 
holders who invest in the stock can be measured as: 

(Selling Price — Purchase Price) + Dividend 

Return =--- 

Purchase Price 

Notice that the numerator reflects a dollar amount composed of the dif¬ 
ference between the sales price and purchase price, plus the dividend. 
This dollar amount is divided by the purchase price to measure the 
return. 

For example, consider a stock that was purchased for $40 per share at 
the beginning of the year. Assume that a dividend of $2 per share was paid 
to the investor and that the stock was sold for $44 at the end of the year. 
The return on this stock over the year is: 

($elling Price — Purchase Price) + Dividend 

Return =--- 

Purchase Price 

_ ($44 - $40) + $2 
$40 

= .15, or 15% 

$ince the return on the stock is made up of dividends plus the increase 
in the stock's price, investors cannot assess a stock's performance just by its 
dividends. Some firms that tend to pay out a higher proportion of their 
earnings as dividends have less ability to grow in the future, which may 
limit the potential increase in the stock price. Conversely, firms that retain 
(reinvest) most of their earnings pay low or no dividends but are more ca¬ 
pable of growing. Therefore, investors who are willing to invest in growth 
firms that do not pay dividends may benefit from larger increases in the 
stock price. 


Return-Risk Tradeoff for Small Stocks 

Some investors prefer to invest in stocks of small firms that have potential 
for a large increase in the stock price. They may attempt to invest before 
the firms have had much success, because they can purchase the stock at 
a relatively low price. If these firms become successful, the share price 
should increase substantially. Many investors realize that if they had pur¬ 
chased shares of successful growing firms such as Microsoft and Dell when 
those firms went public, they would be millionaires now. For every huge 
success story, however, there are many other firms that failed. Investors 
who invested in these other unsuccessful firms may have lost 100 percent 
of their investment. $tocks of small firms tend to have potential for high 
returns but also tend to have high risk. In addition, many stocks of small 
firms are not traded frequently, which means that investors who wish to 
sell their shares may have difficulty finding a buyer. This can force the in¬ 
vestors to sell the stock at a lower price. 
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bullish periods in which there 
is considerable demand for stocks 
because investors have favorable 
expectations about the perfor¬ 
mance of firms 

bearish periods in which in¬ 
vestors are selling their stocks be¬ 
cause of unfavorable expectations 
about the performance of firms 


Factors That Influence Stock Price Movements 


The perceived value of a firm (and therefore the stock's price) can change 
in response to several factors as explained next. 

Economic Effects 

Any factor that enhances the expected performance of the firm can in¬ 
crease its value. For example, when economic conditions are expected 
to improve, the firm's performance may be expected to increase, and so 
should the firm's value. Some firms are more sensitive to economic condi¬ 
tions, as a change in economic conditions affects the demand for some 
products more than others. A retail store such as Sears is more sensitive to 
economic conditions than a utility company. Therefore, the stock price of 
Sears should be more sensitive to economic conditions than the stock price 
of a utility company. 

Market Effects 

A stock's price may ride along with the general trend of the stock market. 
During some so-called bullish periods, there is considerable demand for 
stocks because investors have favorable expectations about the perfor¬ 
mance of firms. During other so-called bearish periods, investors are 
selling their stocks because of unfavorable expectations about the perfor¬ 
mance of firms. As an extreme example, the prices of stocks declined by 
about 22 percent when the stock market crashed on October 19, 1987. 
Most stocks declined by a large amount on that day. The crash illustrates 
how general stock market momentum can influence firms' stocks even 
when there is no new information about their future performance. 

Industry Effects 

Stock prices are also driven by industry factors. For example, expectations 
of future performance in the computer industry may be very favorable 
in a specific period, while expectations may be less favorable for the steel 
industry. In the 1997-2000 period, stock prices of technology companies 
increased substantially, while stock prices in the airline and tobacco indus¬ 
tries were relatively weak. Yet, in the 2001-2002 period, technology stock 
prices declined substantially. 

Characteristics of the Firm 

In addition to market and industry effects, stock prices can also be affected 
by characteristics of the firm. For example, one firm may have better man¬ 
agement than others in the same industry, which could result in higher 
earnings and higher stock returns. Alternatively, a firm could experience a 
labor strike, which could cause its earnings and stock return to be lower 
than those of other firms in the industry. Stock price movements of firms 
in the same industry vary over time, even though these firms are affected 
by the same industry conditions. 

A given firm may use many strategies that could cause its stock price 
return to be different from those of other firms in the industry. In general, 
any strategy that is likely to improve earnings will result in a higher stock 
price. The stock price of IBM rose after IBM restructured its operations 
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stock market efficiency 

a term used to suggest that stock 
prices reflect all publicly available 
information 


and eliminated thousands of jobs. Investors may have expected that op¬ 
erating expenses (such as salaries) would be reduced as a result of the 
restructuring. 

How Stock Prices Respond to New Information 

The price of a stock adjusts in response to changes in the demand for the 
stock or in the supply of the stock for sale by investors. The price may 
change throughout the day. For example, stock of Summit Autonomous 
(a laser vision company) increased by about 45 percent on a day when in¬ 
vestors learned that it might be acquired by Alcon (an eye care company). 
The new information made investors realize that Summit would be valued 
more highly if it were acquired by Alcon. This caused investors to increase 
the demand for the stock, which pushed the stock price up. On the same 
day, the stock price of Progenies Pharmaceuticals, Inc., declined by 69 per¬ 
cent in response to news that its products for cancer treatment were not 
performing as well as expected. 


Identifying Undervalued Firms 


Investors recognize that any new information about a firm's performance 
(especially its earnings) will affect its stock price. Consequently, they 
would like to anticipate the information before other investors so that they 
can take their investment position before others become aware of the in¬ 
formation. For example, investors may attempt to forecast whether firms 
are implementing any major policies, such as acquisitions or layoffs. They 
use such forecasts to estimate future earnings. If their estimate of the firm's 
earnings is higher than that of most other investors, they may believe the 
firm is undervalued. 

As explained earlier, some investors closely monitor PE ratios to deter¬ 
mine whether a firm's stock is undervalued. Consider Firm Z with a stock 
price of $20 per share and recent annual earnings of $4 per share. This 
firm's PE ratio is 20/4, or 5. Assume that most firms in Firm Z's industry 
have a PE ratio of 9, which means that their stock prices are nine times 
their recent annual earnings, on average. Since Firm Z's stock price is only 
five times its recent earnings, some investors may believe that Firm Z's 
stock is undervalued. They may argue that its price should be nine times 
its annual earnings, or about $36. 

Stock Market Efficiency 

The term stock market efficiency is used to suggest that stock prices reflect 
all publicly available information. That is, the prevailing prices have not ig¬ 
nored any publicly available information that could affect the firms' values. 
Consequently, stocks should not be overvalued or undervalued. The ra¬ 
tionale for stock market efficiency is that there are numerous stock analysts 
who closely monitor stocks. If any stock was undervalued based on exist¬ 
ing information, investors would purchase those stocks. The stock's price 
would be pushed higher in response to the strong demand by all the 
investors who recognized that the stock was undervalued. Conversely, in¬ 
vestors holding overvalued stock would sell that stock once they recog¬ 
nized that it was overvalued. This action would place downward pressure 
on the stock's price, causing it to move toward its proper level. 
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Seif-Scoring Cxercise 

How Much Risk Can You Take? 

Investing in the stock market isn't for those with queasy stomachs or 
short time horizons. The money you've earmarked for emergencies 
should be in liquid investments with relatively steady returns, such as 
money market funds. But stocks are the backbone of a long-term portfo¬ 
lio for retirement or other goals that are at least 10 to 15 years away. 

This simple, self-scoring risk-tolerance test is designed to help you 
decide what percentage of your long-term money should go into stocks. 

As you (and your stomach) become more accustomed to the market's 
ups and downs, you might want to retake the test. Questions come from 
VALIC (The Variable Annuity Life Insurance Company) and other sources. 

_1. Which of the following would worry you the most? 

a) My portfolio may lose value in one of every three years. 

b) My investments won't stay even with inflation. 

c) I won't earn a premium over inflation on my long-term 
investments. 

_2. How would you react if your stock portfolio fell 30 percent in 

one year? 

a) I would sell some or all of it. 

b) I would stop investing money until the market came back. 

c) I would stick with my investment plan and consider adding 
more to stocks. 

_3. You've just heard that the stock market fell by 10 percent today. 

Your reaction is to: 

a) consider selling some stocks. 

b) be concerned, but figure the market is likely to go up again 
eventually. 

c) consider buying more stocks, because they are cheaper now. 
_4. You read numerous newspaper articles over several months 

quoting experts who predict stocks will lose money in the com¬ 
ing decade. Many argue that real estate is a better investment. 

You would: 

a) consider reducing your stock investments and increasing 
your investment in real estate. 

b) be concerned, but stick to your long-term investments in 
stocks. 

c) consider the articles as evidence of unwarranted pessimism 
over the outlook for stocks. 

_5. Which of the following best describes your attitude about in¬ 
vesting in bonds as compared with stocks? 

a) The high volatility of the stock market concerns me, so I pre¬ 
fer to invest in bonds. 

b) Bonds have less risk but they provide lower returns, so I have 
a hard time choosing between the two. 

c) The lower return potential of bonds leads me to prefer stocks. 
_6. Which of the following best describes how you evaluate the per¬ 
formance of your investments? 

a) My greatest concern is the previous year's performance. 

b) The previous two years are the most important to me. 

c) Performance over five or more years is most significant to me. 

(i continued) 


Even if the stock market is 
efficient, investors differ on how 
to interpret publicly available in¬ 
formation. For example, investors 
may react differently to informa¬ 
tion that IBM's earnings increased 
by 20 percent over the last year. 
Some investors may view that in¬ 
formation as old news, while oth¬ 
ers may believe it is a signal for 
continued strong performance in 
the future. Such differences in in¬ 
terpretation are why some inves¬ 
tors purchase a stock and others 
sell that same stock, based on the 
same information. 


Problems in 
Valuing Stocks 


As just explained, investors buy a 
stock when they believe it is under¬ 
valued and sell a stock when they 
believe it is overvalued. To decide 
whether a stock is over- or under¬ 
valued, they commonly rely on 
financial statements provided by 
firms. In particular, they derive the 
value of a stock from the firm's re¬ 
ported earnings because earnings 
serve as an estimate of cash flows. 
When a firm's revenue is in cash, 
and its expenses are paid in cash, 
the earnings are a good measure of 
cash flow. 

Although earnings can be a 
very useful indicator of a firm's per¬ 
formance, investors must recog¬ 
nize that the reported earnings are 
subject to manipulation. A firm has 
some flexibility in the rules it uses 
when estimating its revenue and 
its expenses. Thus, it can inflate 
its reported earnings by using ac¬ 
counting methods that inflate its 
reported revenue or reduce its re¬ 
ported expenses. 

Various accounting methods 
are used to inflate revenue. For ex¬ 
ample, if a firm has a multi-year 
contract with a client, it may record 
all the revenue in the first year of 
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the contract, even though it re¬ 
ceives payment only for the first 
year. Some firms report all of their 
sales as revenue even though the 
cash has not yet been received. If 
some of the sales are credit sales, 
the firm may never receive cash 
from those sales. Sunbeam used 
this method to exaggerate its rev¬ 
enue in 1998, which resulted in 
higher earnings. It sold products 
with a clause that allowed cus¬ 
tomers to easily cancel their orders. 
It then recorded all the orders as 
revenue even though many of the 
orders were likely to be canceled. 

In recent years, many firms, 
including Qwest, Gemstar (owner 
of TV Guide), and Xerox, have used 
methods that inflated their rev¬ 
enue. In some cases, the methods 
used were not illegal, but were mis¬ 
leading. Investors must recognize 
that the revenue of two firms is not 
directly comparable, even if the 
firms are the same size. One firm 
may use a more generous account¬ 
ing method, which allows it to in¬ 
flate its revenue. Normally, a firm 
that inflates revenue for this year 
will have an offsetting effect in 
the future. However, investors who 
are using the most recent financial 
statements to assess the firm's future performance may be misled by the 
inflated revenue estimates. 

Firms also have some flexibility when accounting for expenses, which 
means that some firms underestimate their expenses. One of the most 
common ways to underestimate expenses is to separately report some 
types of expenses that will not occur again (such as expenses that result 
from closing a manufacturing plant). The firm can exclude these from its 
normal operating expenses. Thus, when it subtracts its normal operating 
expenses from revenue to estimate earnings, the earnings level will appear 
to be relatively high. 

Perhaps the most publicized example of a firm that underestimated its 
expenses is WorldCom. In June 2002, WorldCom admitted that it had 
underestimated its expenses over the previous five quarters by almost 
$4 billion. Thus, its earnings were substantially overestimated. WorldCom 
announced that it would revise its earnings for the previous five quarters. 
However, this adjustment did not help the investors who trusted the earn¬ 
ings reports when they purchased the stock at high prices over the previ¬ 
ous quarters. WorldCom's stock declined from $46 per share in June 2000 
to less than $1 per share in June 2002. Although WorldCom's stock was al¬ 
ready weak in the year before it admitted that it had underestimated its ex¬ 
penses, the stock price would have been much lower if investors had been 
provided with accurate financial information. 


Self-Scoring €xerci&e 

_ 7. Which of the following scenarios would make you feel best 

about your investments? 

a) Being in a money market fund saves you from losing half 
your money in a market downturn. 

b) You double your money in a stock fund in one year. 

c) Over the long term, your overall mix of investments protects 
you from loss and outpaces the rate of inflation. 

_ 8. Which of the following statements best describes you? 

a) I often change my mind and have trouble sticking to a plan. 

b) I can stay with a strategy only as long as it seems to be going 
well. 

c) Once I make up my mind to do something, I tend to carry 
through with it, regardless of the obstacles. 

_ 9. If you won $20,000 in the lottery, you would: 

a) spend it on a new car. 

b) invest it in a safe municipal bond fund. 

c) invest it in the stock market. 

_10. How much experience do you have investing in stocks or stock 

funds? 

a) None. 

b) A little. 

c) A comfortable amount. 

SCORING: For each a, give yourself 4 points; for each b, 6 points; and for 
each c, 10 points. Your total score tells you the percentage you should in¬ 
vest in stocks. Put the rest in bonds or other fixed-income investments. 
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The lesson from WorldCom and other similar examples is that when a 
firm's expenses are underestimated, its value is overestimated, and its stock 
price is higher than it should be. Investors who purchase the stock while it 
is overvalued pay too much for it and ultimately sell the stock for a lower 
price than they paid for it. The stock's price declines once investors realize 
that they overestimated the firm's value. Since the financial reports pro¬ 
vided by firms can be misleading, investors should use caution when using 
these reports to value a stock. 

Investor Reliance on Analyst Ratings 

Many investors make decisions about buying or selling stocks based on rat¬ 
ings by stock analysts, who are supposed to be experts at analyzing stocks. 
Although some analysts may offer valuable advice, many analysts offer 
poor advice. Most of the analysts provide very optimistic ratings on most 
stocks. That is, the analysts are unwilling to discriminate between good and 
bad stocks. If investors took the analysts' advice literally, they would buy 
most stocks. 

Many analysts are employed by investment firms that hope to be hired 
to perform other services for the firms that are being rated. Thus, there is 
an obvious conflict of interests. Analysts may be implicitly pressured to rate 
most firms highly. Analysts employed by securities firms are rarely willing 
to recommend a "sell" rating for any firm that may potentially need con¬ 
sulting services. Consider the case of Enron, which went bankrupt in 
November 2001. Sixteen of the f 7 analysts employed by securities firms 
rated Enron a strong buy before its problems were disclosed in the 
media. Thus, if investors are hoping that analysts may be able to detect 
problems of a firm before the rest of the investment community, they may 
be disappointed. 


Stock Transactions 


Stockbroker a person who fa¬ 
cilitates desired stock transactions 

floor traders people on the 
trading floor of a stock exchange 
who execute transactions 


Investors who wish to purchase stocks use a stockbroker who facilitates 
the stock transactions desired. Brokers receive requests for trades from in¬ 
vestors and then communicate these requests to people on the trading floor 
of a stock exchange (called floor traders) who execute the transactions. 

A typical stock transaction order specifies the name of the stock, 
whether the stock is to be bought or sold, the amount of shares to be 
traded, and the investor's desired price. For example, one investor may 
call a broker and request: "Purchase 100 shares of IBM; pay no more than 
$110 per share." A second investor who is holding IBM stock may call a 
different broker and request: "Sell 100 shares of IBM at the highest price 
possible." Both brokers will send this information to the stock exchange. 
One floor trader will accommodate the buyer, while another floor trader 
will accommodate the seller. The two traders can agree on a transaction in 
which 100 shares of IBM are sold for $110 per share. 


market order an investor's or¬ 
der requesting a transaction at the 
best possible price 

limit Order an investor's order 
that places a limit on the price at 
which the investor is willing to 
purchase or sell a stock 


Market Orders versus Limit Orders 

Investors can place a market order, which means they request a transac¬ 
tion at the best possible price. They can also place a limit order, which puts 
a limit on the price at which they are willing to purchase or sell a stock. 
Examples of a market order are (1) "Purchase 200 shares of General Mo¬ 
tors stock at the best [lowest] price available" and (2) "Sell 300 shares of 
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On margin purchasing a stock by 
providing cash for only a portion 
of the funds needed and borrow¬ 
ing the remainder from the bro¬ 
kerage firm 


discount brokers brokers who 
ensure that a transaction desired 
by an investor is executed but do 
not offer advice 

full-service brokers brokers 
who provide advice to investors on 
stocks to purchase or sell and also 
ensure that transactions desired by 
investors are executed 

commission sales fee 


Exhibit B.3 

Websites with Online 
Trading Information 


Eastman Kodak stock at the best [highest] price available." Examples of 
a limit order are (1) "Purchase 300 shares of Disney; pay no more than 
$20 per share" and (2) "Sell 100 shares of PepsiCo; sell for no less than 
$50 per share." 

Purchasing Stocks on Margin 

Investors can purchase stocks on margin, which means that they provide 
cash for only a portion of the funds needed to purchase stock. Many bro¬ 
kerage firms extend loans to investors who wish to buy on margin. For ex¬ 
ample, an investor may place an order to purchase 100 shares of Wells 
Fargo stock at $50 per share. The transaction is priced at $5,000. An in¬ 
vestor who has only $3,000 available may borrow the remaining $2,000 
from the brokerage firm. There are limits on the amount that investors can 
borrow, however. Normally, the amount borrowed cannot exceed 50 per¬ 
cent of the amount of the investment. 

Types of Brokers 

Different types of brokers provide services that investors need. Discount 
brokers ensure that a transaction desired by an investor is executed but do 
not offer advice. Popular discount brokers include Datek, E'Trade, and 
Ameritrade. Full-service brokers provide advice to investors on stocks to 
purchase or sell and also ensure that transactions desired by investors are 
executed. Popular full-service brokers include Merrill Lynch and Morgan 
$tanley. 

Commissions on Stock Transactions 

Brokers charge a commission, or sales fee, to execute a stock transac¬ 
tion. The commissions charged by full-service brokers are typically higher 
than those charged by discount brokers. Commissions are sometimes set 
according to the number of shares traded. For example, a commission of 
$50 might be set for transactions involving 100 shares, $60 for transactions 
involving up to 300 shares, and $80 for transactions involving up to 
600 shares. Other discount and full-service brokers set their commissions 
according to the dollar value of the transaction. For example, some dis¬ 
count brokers may charge about 1 percent of the stock transaction value, 
while full-service brokers may charge about 3 to 8 percent of the stock 
transaction value. 

Many stock transactions are now executed online through online bro¬ 
kerage websites (see Exhibit B.3). The commissions for these trades are 
very low, such as $10 or $20 per trade. 


American Stock Exchange 

http://www.amex.com 

Fidelity Investors 

http://www.fid_inv.com/brokerage/fidelity_plus_brokerage_acc.html 

Quick and Reilly 

http://www.quick-reilly.com 

E*Trade 

http://www.etrade.com 

Charles Schwab 

http://www.schwab.com 

Merrill Lynch 

http://ml.com 

Datek 

http://www.datek.com 


http://www.ameritrade.com 


Ameritrade 







APPENDIX B 


HOW TO INVEST IN STOCKS 713 


round lots multiples of 
100 shares 

odd lots less than 100 shares 


National Association of Se¬ 
curity Dealers Automated 
Quotation (Nasdaq) a com¬ 
puterized network within the OTC 
market for firms that meet specific 
size and capital requirements 


insider trading transactions 
initiated by people (such as em¬ 
ployees) who have information 
about a firm that has not been dis¬ 
closed to the public 


Investors typically purchase stocks in round lots, or multiples of 100 
shares. They may also purchase stocks in odd lots, or less than 100 shares, 
but the transaction cost may be higher. 


Stock Exchanges 


The main stock exchange in the United States is the New York Stock Ex¬ 
change (NYSE). The NYSE has a trading floor where traders exchange 
stocks. Many traders represent brokerage firms and execute the transac¬ 
tions that their customers desire. Other traders execute transactions for 
their own accounts. The trading resembles an auction, as traders selling a 
stock attempt to receive the highest possible price. Each trader may serve 
as a buyer for some transactions and a seller for others. 

Many of the largest firms in the United States (such as Procter & 
Gamble, IBM, and General Motors) have their stocks listed on the NYSE. 
Firms that list their stocks on this exchange must satisfy various require¬ 
ments on their earnings, size, the number of shareholders who own their 
stock, and the number of their shares outstanding. They also must pay 
fees to list on the exchange. More than 1 billion shares are traded per day 
on the NYSE. 

Some firms list on other exchanges in the United States, such as the 
American Stock Exchange, the Midwest Stock Exchange, and the Pacific 
Stock Exchange. Each of these exchanges also has a trading floor. The list¬ 
ing requirements to list a stock on these exchanges are not as restrictive as 
the NYSE's requirements. Consequently, many smaller firms that might 
not meet the NYSE's requirements can list their stocks on these stock ex¬ 
changes. 

Over-the-Counter Market 

In addition to the exchanges just described, there is also an over-the- 
counter (OTC) market. The OTC market is most commonly used by smaller 
firms, some of which do not meet the size requirements to trade on the 
NYSE or American Stock Exchange. Stock transactions on the OTC market 
are executed by traders through a telecommunications network rather 
than on a trading floor. Stocks of firms that meet specific size and capital 
requirements are traded through a computerized network within the OTC 
market, called the National Association of Security Dealers Automated 
Quotation (Nasdaq). This system provides immediate stock price quota¬ 
tions. The network allows transactions to be executed without the need for 
a trading floor. Stocks of about 5,000 firms are traded on the Nasdaq. More 
than 1 billion shares are traded daily in the Nasdaq market. Nevertheless, 
the market value of these trades is less than that of the NYSE, because the 
transactions on the NYSE are larger. Although most firms listed in the Nas¬ 
daq market are smaller than those listed on the NYSE, some (such as Mi¬ 
crosoft and Intel) are very large. Many technology firms are listed in the 
Nasdaq market. 

Regulation of Stock Exchanges 

The Securities and Exchange Commission (SEC) was created in 1934 to 
regulate security markets such as the stock exchanges. It enforces specific 
trading guidelines to prevent unethical trading activities. For example, it 
attempts to prevent insider trading, or transactions initiated by people 
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insider information informa¬ 
tion about a firm that has not been 
disclosed to the public 


American depository re¬ 
ceipts (ADRs) certificates repre¬ 
senting ownership of a stock issued 
by a non-U.S. firm 


net asset value (NAV) the 

market value of a mutual fund's 
securities after subtracting any ex¬ 
penses incurred 

open-end mutual funds 

funds that stand ready to repur¬ 
chase their shares at the prevailing 
NAV if investors decide to sell the 
shares 

closed-end funds funds that 
are sold on stock exchanges 

growth funds mutual funds 
that invest in stocks of firms with 
high potential for growth 

income funds mutual funds 
that invest in stocks that pay large 
dividends or in bonds that provide 
coupon payments 

international stock funds 

mutual funds that invest in stocks 
of foreign firms 


(such as employees) who have information about a firm that has not been 
disclosed to the public (called insider information). Consider an executive 
of an engineering firm that has just completed a contract to do work for 
the government that will generate a large amount of revenue for the firm. 
If the executive calls a broker to buy shares of the firm, this executive has 
an unfair advantage over other investors because of the inside information 
that has not yet been disclosed to the public. 


Investing in Foreign Stocks 


U.S. investors can also purchase foreign stocks. When foreign stocks are 
not listed on a U.S. exchange, the U.S. broker may need to call a broker at 
a foreign subsidiary, who communicates the desired transaction to the for¬ 
eign stock exchange where the stock is traded. The commissions paid by 
U.S. investors for such transactions are higher than those paid for transac¬ 
tions on U.S. exchanges. 

Many of the larger foreign stocks are listed on U.S. stock exchanges 

as American depository receipts (ADRs). An ADR is a certificate repre¬ 
senting ownership of a stock issued by a non-U.S. firm. The more popular 
ADRs include British Airways and Sony. 


Investing in Mutual Funds 


Mutual funds sell shares to individual investors and use the proceeds to in¬ 
vest in various securities. They are attractive to investors because they em¬ 
ploy portfolio managers with expertise in making investment decisions. 
Thus, individual investors can leave the responsibility for investment deci¬ 
sions with these portfolio managers. Second, individual investors with a 
small amount of money (such as $500 or $1,000) can invest in mutual 
funds. In this way, they can be part owners of a widely diversified portfo¬ 
lio with a small amount of money. 

The net asset value (NAV) of a mutual fund is the market value of 
the fund's securities after subtracting any expenses incurred (such as port¬ 
folio manager salaries) by the fund, on a per-share basis. As the values 
of the securities contained in a mutual fund rise, so does the mutual 
fund's NAV. 

Types of Mutual Funds 

Open-end mutual funds stand ready to repurchase their shares at the 
prevailing NAV if investors decide to sell the shares. Conversely, shares of 
closed-end funds are funds that are sold on stock exchanges. 

Most mutual funds tend to focus on particular types of securities so 
that they can attract investors who wish to invest in those securities. For 
example, growth funds invest in stocks of firms with high potential for 
growth. Income funds invest in stocks that pay large dividends or in bonds 
that provide coupon payments. International stock funds invest in stocks 
of foreign firms. Each mutual fund has a prospectus that describes its in¬ 
vestment objectives, its recent performance, the types of securities it pur¬ 
chases, and other relevant financial information. 
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Load versus No-Load Mutual Funds 


load mutual funds open-end 
mutual funds that can be pur¬ 
chased only by calling a broker 

no-load funds open-end mu¬ 
tual funds that can be purchased 
without the services of a broker 

expense ratio for a mutual 
fund, expenses divided by assets 


Open-end mutual funds that can be purchased only by calling a broker are 
referred to as load mutual funds. The term load refers to the transaction 
fees (commissions) charged for the transaction. Other open-end mutual 
funds that can be purchased without the services of a broker are referred 
to as no-load funds. These mutual funds are purchased by requesting a 
brief application from the funds and sending it in with the investment. 

All mutual funds incur expenses from hiring portfolio managers to 
select stocks and from serving clients (mailing fees and so on). A mutual 
fund's expense ratio (defined as expenses divided by assets) can be as¬ 
sessed to determine the expenses incurred by the fund per year. Some mu¬ 
tual funds have an expense ratio of less than . 5 percent, while others have 
an expense ratio above 2 percent. The mutual fund's prospectus will in¬ 
clude its expense ratio. Since high expenses can cause lower returns, in¬ 
vestors closely monitor the expense ratio. 


Key Terms 


American depository 

receipts (ADRs) 714 
bearish 707 
bullish 707 

closed-end mutual funds 714 
commission 712 
discount brokers 712 
expense ratio 715 
floor traders 711 
full-service brokers 712 
growth funds 714 


income funds 714 
insider information 714 
insider trading 713 
international stock funds 714 
limit order 711 
load mutual funds 715 
market order 711 
National Association of Security 
Dealers Automated Quotation 
(Nasdaq) 713 
net asset value (NAV) 714 


no-load funds 715 

odd lots 713 

on margin 712 

open-end mutual funds 714 

round lots 713 

stockbroker 711 

stock market efficiency 708 


Investing in a Business 


Recall from Chapter 1 that you were asked to identify a 
firm that you would invest in if you had funds to invest. 
You were asked to record the price of the firm's stock 
at that time. Now, you should close out your position. 
That is, determine today's stock price (which is quoted 
on the Yahoo! website and many other websites). Esti¬ 
mate your return on the stock as follows: 

] If the investment period is about three months, one 
dividend payment would have been made. Divide 
the annual dividend per share (which you recorded 
when you selected your stock) by 4 to determine 
the quarterly dividend per share ( D ). 

Q Estimate the return ( R ), based on today's selling 
price ( S ), the purchase price ( P) you paid at the be¬ 
ginning of the term, and the quarterly dividend (D)\ 


S - P + D 



This return is not annualized. If you wish to annual¬ 
ize your return, multiply R by (12 In), where n is the 
number of months you held your investment. Com¬ 
pare your results with those of other students. 

To determine how well your stock performed in 
comparison with the stock market in general, deter¬ 
mine the percentage change in the S&P 500 Index over 
the term. This index represents a composite of stocks 
of 500 large firms. 

Offer explanations for the stock performance of your 
firm. Was the performance driven by the stock market 
performance in general? Was your firm's performance 
affected by recent economic conditions, industry condi¬ 
tions, and global conditions? How? Was its performance 
affected by specific strategies (such as restructuring or 
acquisitions) that it recently enacted? Discuss. 
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Chapter 1 

3. True 

5. False 

9. True 


4. False 

6. False 

10. False 

True/False 

5. False 

7. False 


1. False 

6. True 

8. True 

Multiple Choice 

2. True 

7. True 

9. True 

11. (e) 

3. True 

8. False 

10. True 

12. (c) 

4. False 

9. False 


13. (c) 

5. False 

10. False 

Multiple Choice 

14. (a) 

6. False 


11. (c) 

15. (d) 

7. True 

Multiple Choice 

12. (c) 

16. (c) 

8. True 

11. (b) 

13. (a) 

17. (a) 

9. True 

12. (a) 

14. (d) 

18. (a) 

10. False 

13. (e) 

15. (b) 

19. (b) 


14. (d) 

16. (c) 

20. (e) 

Multiple Choice 

15. (b) 

17. (a) 

21. (b) 

11. (e) 

16. (c) 

18. (a) 

22. (c) 

12. (c) 

17. (a) 

19. (e) 

23. (a) 

13. (e) 

18. (b) 

20. (c) 

24. (a) 

14. (e) 

19. (c) 

21. (b) 

25. (b) 

15. (e) 

20. (e) 

22. (c) 

26. (a) 

16. (b) 

21. (d) 

23. (e) 

27. (d) 

17. (b) 

22. (b) 

24. (a) 

28. (c) 

18. (c) 

23. (e) 

25. (a) 

29. (d) 

19. (a) 

24. (b) 

26. (b) 

30. (b) 

20. (d) 

25. (a) 

27. (a) 

31. (d) 

21. (a) 

26. (d) 

28. (c) 

32. (a) 

22. (e) 

27. (c) 

29. (a) 


23. (d) 

28. (b) 

30. (e) 


24. (c) 

29. (a) 

31. (c) 

Chapter 5 

25. (b) 

30. (e) 

32. (a) 


26. (b) 

31. (e) 

33. (b) 

True/False 

27. (a) 

32. (c) 

34. (d) 

1. False 

28. (a) 

33. (b) 

35. (b) 

2. False 

29. (e) 

34. (b) 


3. False 

30. (a) 

35. (d) 


4. False 

31. (d) 

36. (c) 


5. False 

32. (c) 

37. (d) 

Chapter 4 

6. True 

33. (b) 

38. (d) 


7. True 

34. (d) 


True/False 

8. True 

35. (a) 


1. True 

9. True 

Chapter 3 

2. False 

10. False 



3. True 

11. True 

Chapter 2 

True/False 

1. False 

4. False 

5. True 

Multiple Choice 

True/False 

2. False 

6. False 

12. (d) 

1. True 

3. True 

7. False 

13. (c) 

2. True 

4. True 

8. True 

14. (e) 
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15. (b) 

27. (c) 

3. False 

16. (d) 

16. (b) 

28. (d) 

4. False 

17. (c) 

17. (a) 

29. (a) 

5. True 

18. (c) 

18. (c) 

30. (b) 

6. False 

19. (b) 

19. (a) 

31. (d) 

7. False 

20. (d) 

20. (d) 

32. (a) 

8. True 

21. (a) 

21. (a) 

33. (c) 

9. False 

22. (a) 

22. (b) 

34. (e) 

10. True 

23. (c) 

23. (b) 


11. False 

24. (b) 

24. (c) 



25. (e) 

25. (d) 

Chapter 7 

Multiple Choice 

26. (c) 

26. (d) 


12. (c) 

27. (d) 

27. (a) 

True/False 

13. (b) 

28. (b) 

28. (a) 

1. False 

14. (a) 

29. (b) 

29. (a) 

2. False 

15. (a) 

30. (c) 

30. (c) 

3. True 

16. (b) 

31. (b) 

31. (c) 

4. False 

17. (e) 

32. (d) 

32. (b) 

5. True 

18. (c) 

33. (c) 

33. (c) 

6. True 

19. (d) 

34. (e) 

34. (a) 

7. True 

20. (e) 

35. (a) 

35. (c) 

8. False 

21. (d) 

36. (d) 

36. (a) 

9. True 

22. (c) 


37. (d) 

10. False 

23. (b) 


38. (a) 

Multiple Choice 

24. (a) 

25. (b) 

Chapter 10 


11. (b) 

26. (b) 

True/False 

Chapter 6 

12. (b) 

27. (a) 

1. False 

13. (a) 

28. (c) 

2. False 

True/False 

14. (a) 

29. (c) 

3. False 

1. False 

15. (c) 

30. (e) 

4. False 

2. False 

16. (e) 

31. (b) 

5. False 

3. False 

17. (c) 

32. (a) 

6. True 

4. True 

18. (e) 

33. (c) 

7. True 

5. True 

19. (b) 

34. (b) 

8. False 

6. True 

20. (c) 

35. (d) 

9. True 

7. False 

21. (d) 


10. True 

8. False 

22. (a) 


11. False 

9. True 

23. (e) 

Chapter 9 


10. True 

24. (b) 

Multiple Choice 

11. True 

25. (c) 

True/False 

12. (a) 

12. False 

26. (e) 

1. True 

13. (a) 


27. (b) 

2. True 

14. (d) 

Multiple Choice 

28. (d) 

3. False 

15. (d) 

13. (b) 

29. (e) 

4. False 

16. (e) 

14. (a) 

30. (e) 

5. False 

17. (a) 

15. (d) 

31. (d) 

6. False 

18. (c) 

16. (a) 

32. (d) 

7. True 

19. (b) 

17. (b) 

33. (c) 

8. False 

20. (d) 

18. (a) 

34. (b) 

9. True 

21. (b) 

19. (d) 

35. (d) 

10. True 

22. (d) 

20. (c) 



23. (a) 

21. (e) 


Multiple Choice 

24. (e) 

22. (c) 

Chapter 8 

11. (d) 

25. (c) 

23. (c) 


12. (d) 

26. (c) 

24. (d) 

True/False 

13. (a) 

27. (d) 

25. (b) 

1. True 

14. (e) 

28. (e) 

26. (e) 

2. True 

15. (a) 

29. (c) 
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30. (b) 

3. True 

31. (b) 

4. False 

32. (b) 

5. False 

33. (c) 

6. True 

34. (c) 

7. False 

35. (b) 

8. True 

36. (e) 

9. True 

Chapter 11 

10. False 

Multiple Choice 

True/False 

11. (d) 

12. (d) 

1. False 

13. (b) 

2. True 

14. (c) 

3. True 

15. (b) 

4. True 

16. (b) 

5. True 

17. (e) 

6. False 

18. (d) 

7. False 

19. (a) 

8. True 

20. (b) 

9. True 

21. (b) 

10. False 

22. (e) 

Multiple Choice 

23. (c) 

24. (a) 

11. (a) 

25. (a) 

12. (a) 

26. (e) 

13. (c) 

27. (b) 

14. (a) 

28. (c) 

15. (a) 

29. (d) 

16. (a) 

30. (d) 

17. (b) 

31. (a) 

18. (e) 

32. (d) 

19. (c) 

33. (e) 

20. (d) 

34. (b) 

21. (e) 

35. (c) 

22. (c) 

36. (a) 

23. (d) 

37. (c) 

24. (a) 

38. (d) 

25. (e) 

26. (b) 

27. (d) 

Chapter 13 

28. (a) 

29. (c) 

True/False 

30. (a) 

1. False 

31. (c) 

2. False 

32. (e) 

3. True 

33. (c) 

4. True 

34. (b) 

5. True 

35. (d) 

6. False 

36. (e) 

7. False 

Chapter 12 

8. True 

9. True 

10. True 

True/False 

Multiple Choice 

1. False 

11. (d) 

2. True 

12. (c) 


13. 

(a) 

28. 

(b) 

14. 

(b) 

29. 

(e) 

15. 

(b) 

30. 

(e) 

16. 

(c) 

31. 

(b) 

17. 

(c) 

32. 

(a) 

18. 

(d) 

33. 

(e) 

19. 

(e) 

34. 

(a) 

20. 

(d) 

35. 

(d) 

21. 

(d) 



22. 

(c) 



23. 

(b) 

Chapter 15 

24. 

(a) 



25. 

(e) 

True/False 

26. 

(b) 

1. 

True 

27. 

(a) 

2. 

False 

28. 

(b) 

3. 

True 

29. 

(e) 

4. 

False 

30. 

(a) 

5. 

False 

31. 

(b) 

6. 

False 

32. 

(a) 

7. 

True 

33. 

(a) 

8. 

False 

34. 

(b) 

9. 

False 

35. 

(d) 

10. 

False 



11. 

True 

Chapter 14 

Multiple Choice 

12. (d) 

True/False 

13. 

(b) 

1. 

False 

14. 

(c) 

2. 

True 

15. 

(c) 

3. 

True 

16. 

(e) 

4. 

True 

17. 

(e) 

5. 

False 

18. 

(b) 

6. 

False 

19. 

(e) 

7. 

False 

20. 

(e) 

8. 

False 

21. 

(b) 

9. 

True 

22. 

(e) 

10. 

False 

23. 

(c) 



24. 

(a) 

Multiple Choice 

25. 

(b) 

11. 

(d) 

26. 

(d) 

12. 

(a) 

27. 

(e) 

13. 

(d) 

28. 

(a) 

14. 

(a) 

29. 

(a) 

15. 

(c) 

30. 

(c) 

16. 

(b) 

31. 

(e) 

17. 

(d) 

32. 

(a) 

18. 

(c) 

33. 

(c) 

19. 

(c) 

34. 

(d) 

20. 

(a) 

35. 

(d) 

21. 

(b) 

36. 

(b) 

22. 

(e) 



23. 

(c) 



24. 

(a) 



25. 

(b) 



26. 

(d) 



27. 

(e) 
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Chapter 16 

16. (d) 

17. (d) 

Chapter 17 

16. (d) 

17. (c) 

True/False 

18. (b) 

True/False 

18. (c) 

1. False 

19. (a) 

1. False 

19. (a) 

2. True 

20. (c) 

2. True 

20. (e) 

3. True 

21. (a) 

3. True 

21. (b) 

4. False 

22. (c) 

4. False 

22. (e) 

5. True 

23. (e) 

5. False 

23. (e) 

6. False 

24. (e) 

6. False 

24. (a) 

7. True 

25. (e) 

7. False 

25. (b) 

8. True 

26. (b) 

8. True 

26. (a) 

9. True 

27. (b) 

9. False 

27. (e) 

10. False 

28. (e) 

10. True 

28. (e) 


29. (d) 


29. (c) 

Multiple Choice 

30. (b) 

Multiple Choice 

30. (e) 

11. (e) 

31. (e) 

11. (b) 

31. (d) 

12. (a) 

32. (c) 

12. (a) 

32. (b) 

13. (d) 

33. (c) 

13. (b) 

33. (d) 

14. (d) 

34. (b) 

14. (d) 

34. (b) 

15. (a) 

35. (a) 

15. (c) 

35. (a) 
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Glossary 


A 

accounting the summary and analysis of 
a firm's financial condition 

accounts payable money owed by a 
firm for the purchase of materials 

accounts receivable management 

sets the limits on credit available to cus¬ 
tomers and the length of the period in 
which payment is due 

across-the-board system a compensa¬ 
tion system that allocates similar raises to 
all employees 

advertising a nonpersonal sales presen¬ 
tation communicated through media or 
nonmedia forms to influence a large num¬ 
ber of consumers 

affirmative action a set of activities in¬ 
tended to increase opportunities for mi¬ 
norities and women 

agency problem when managers do not 
act as responsible agents for the sharehold¬ 
ers who own the business 

agents marketing intermediaries that 
match buyers and sellers of products with¬ 
out becoming owners 

aggregate expenditures the total 
amount of expenditures in the economy 

alpha testing during systems develop¬ 
ment, the process of making the new 
application available to a carefully se¬ 
lected subset of sophisticated users; done 
when the application approaches full 
functionality 

American depository receipts (ADRs) 

certificates representing ownership of a 
stock issued by a non-U. S. firm 

appreciates strengthens in value 

assembly line a sequence of work sta¬ 
tions in which each work station is de¬ 
signed to cover specific phases of the 
production process 

asset anything owned by a firm 


auditing an assessment of the records 
that were used to prepare a firm's financial 
statements 

autocratic a leadership style in which 
the leader retains full authority for decision 
making 

automated tasks are completed by ma¬ 
chines without the use of employees 

autonomy divisions can make their own 
decisions and act independently 

B 

backend in a client-server system, the 
system or systems, such as database and 
middleware servers, that do not interact di¬ 
rectly with the user's client software 

back-office systems another name for 
enterprise resource planning (ERP) sys¬ 
tems; so named because they do not inter¬ 
act directly with customers and the general 
public 

balance of trade the level of exports mi¬ 
nus the level of imports 

balance sheet reports the book value of 
all assets, liabilities, and owner's equity of a 
firm at a given point in time 

bandwidth the amount of information a 
network can carry 

basic accounting equation Assets = 
Liabilities + Owner's Equity 

bearish periods in which investors are 
selling their stocks because of unfavorable 
expectations about the performance of 
firms 

benchmarking a method of evaluating 
performance by comparison to some 
specified (benchmark) level, typically a 
level achieved by another company 

best-efforts basis the investment bank 
does not guarantee a price to the firm issu¬ 
ing securities 

beta testing during systems develop¬ 
ment, the process of testing a fully func¬ 


tional version of the new application with a 
wider group of users than was used for al¬ 
pha testing 

board of directors a set of executives 
who are responsible for monitoring the 
activities of the firm's president and other 
high-level managers 

bond mutual funds investment compa¬ 
nies that invest the funds received from 
investors in bonds 

bonds long-term debt securities (IOUs) 
purchased by investors 

bonus an extra onetime payment at the 
end of a period in which performance was 
measured 

bookkeeping the recording of a firm's 
financial transactions 

boycott refusing to purchase products 
and services 

brand advertising a nonpersonal sales 
presentation about a specific brand 

brand loyalty the loyalty of consumers 
to a specific brand over time 

branding a method of identifying prod¬ 
ucts and differentiating them from compet¬ 
ing products 

break-even point the quantity of units 
sold at which total revenue equals total 
cost 

bugs errors in software code 

bullish periods in which there is consider¬ 
able demand for stocks because investors 
have favorable expectations about the per¬ 
formance of firms 

business plan a detailed description 
of the proposed business, including a de¬ 
scription of the product or service, the 
types of customers it would attract, the 
competition, and the facilities needed for 
production 

business responsibilities a set of obli¬ 
gations and duties regarding product qual¬ 
ity and treatment of customers, employees. 


GLOSSARY 721 


and owners that a firm should fulfill when 
conducting business 

business risk the possibility that a 
firm's performance will be lower than 
expected because of its exposure to specific 
conditions 

bylaws general guidelines for managing 
a firm 

c 

call feature provides the issuing firm 
with the right to repurchase its bonds be¬ 
fore maturity 

campus area network (CAN) a large 
local area network (LAN) that covers an 
entire site such as a university, corporate 
office compound, or military base 

capital long-term funds; machinery, 
equipment, tools, and physical facilities 
used by a business 

capital budget a targeted amount of 
funds to be used for purchasing assets 
such as buildings, machinery, and equip¬ 
ment that are needed for long-term 
projects 

capital budgeting a comparison of the 
costs and benefits of a proposed project to 
determine whether it is feasible 

capital gain the price received from the 
sale of stock minus the price paid for the 
stock 

capital structure the amount of debt 
versus equity financing 

capitalism an economic system that al¬ 
lows for private ownership of businesses 

carrying costs costs of maintaining (car¬ 
rying) inventories 

centralized most authority is held by the 
high-level managers 

certified public accountants (CPAs) 

accountants who meet specific educational 
requirements and pass a national exami¬ 
nation 

chain a retailer that has more than one 
outlet 

chain of command identifies the job 
position to which each type of employee 
must report 

chain-style business a type of franchise 
in which a firm is allowed to use the trade 
name of a company and follows guide¬ 
lines related to the pricing and sale of the 
product 


charter a document used to incorporate 
a business. The charter describes important 
aspects of the corporation. 

clock rate the rate at which a central 
processing unit can perform its most basic 
functions 

closed-end funds funds that are sold on 
stock exchanges 

CO-branding firms agree to offer a com¬ 
bination of two noncompeting products at 
a discounted price 

commercial banks financial institutions 
that obtain deposits from individuals and 
use the funds primarily to provide business 
loans 

commercial paper a short-term debt 
security normally issued by firms in good 
financial condition 

commission sales fee 

commissions compensation for meeting 
specific sales objectives 

common stock a security that represents 
partial ownership of a particular firm 

communism an economic system that 
involves public ownership of businesses 

comparative advertising intended to 
persuade customers to purchase a specific 
product by demonstrating a brand's superi¬ 
ority by comparison with other competing 
brands 

compensation package the total mon¬ 
etary compensation and benefits offered to 
employees 

competitive advantage unique traits 
that make a business's products more desir¬ 
able than those of its competitors 

composition specifies that a firm will 
provide its creditors with a portion of what 
they are owed 

compressed workweek compresses the 
workload into fewer days per week 

conceptual skills the ability to under¬ 
stand the relationships among the various 
tasks of a firm 

conglomerate merger the combination 
of two firms in unrelated businesses 

consumer markets markets for various 
consumer products and services (such as 
cameras, clothes, and household items) 

consumerism the collective demand 
by consumers that businesses satisfy their 
needs 


contingency planning alternative plans 
developed for various possible business 
conditions 

contribution margin the difference 
between price and variable cost per unit 

controlling the monitoring and evalua¬ 
tion of tasks 

convenience products products that 
are widely available to consumers, are pur¬ 
chased frequently, and are easily accessible 

corporate anorexia the problem that 
occurs when firms become so obsessed 
with eliminating their inefficient compo¬ 
nents that they downsize too much. 

corporation a state-chartered entity that 
pays taxes and is legally distinct from its 
owners 

cost of goods sold the cost of materials 
used to produce the goods that were sold 

cost-based pricing estimating the per- 
unit cost of producing a product and then 
adding a markup 

cost-push inflation the situation when 
higher prices charged by firms are caused 
by higher costs 

coupons a promotional device used in 
newspapers, magazines, and ads to encour¬ 
age the purchase of a product 

craft unions unions organized accord¬ 
ing to a specific craft (or trade), such as 
plumbing 

creditors financial institutions or individ¬ 
uals who provide loans 

critical path the path that takes the 
longest time to complete 

current assets assets that will be con¬ 
verted into cash within one year 

cyclical unemployment people who are 
unemployed because of poor economic 
conditions 

D 

data theft the illegal gathering of infor¬ 
mation from an information system 

database a collection of related and orga¬ 
nized data that can be queried by a user to 
extract useful information 

database management system 
(DBMS) the group of programs that man¬ 
age and extract information from a data¬ 
base 
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debt financing the act of borrowing 
funds 

debt-to-equity ratio a measure of the 
amount of long-term financing provided 
by debt relative to equity 

decentralized authority is spread among 
several divisions or managers 

decision support systems (DSS) com¬ 
puter models that are used to improve 
managerial decision making 

decision-making skills skills for using 
existing information to determine how the 
firm's resources should be allocated 

decline phase the period in which sales 
of a product decline, either because of re¬ 
duced consumer demand for that type of 
product or because competitors are gaining 
market share 

defensive pricing the strategy of reduc¬ 
ing a product's price to defend (retain) 
market share 

deintegration the strategy of delegating 
some production tasks to suppliers 

demand schedule a schedule that indi¬ 
cates the quantity of a product that would 
be demanded at each possible price 

demand-pull inflation the situation 
when prices of products and services are 
pulled up because of strong consumer 
demand 

demographics characteristics of the hu¬ 
man population or specific segments of the 
population 

denial of service (DoS) disruption to an 
information system caused by a deliberate 
attack; usually perpetrated by overloading 
system resources 

departmentalize assign tasks and re¬ 
sponsibilities to different departments 

depreciates weakens in value 

depreciation a reduction in the value of 
fixed assets to reflect deterioration in the 
assets over time 

design the size and structure of a plant or 
office 

direct channel the situation when a 
producer of a product deals directly with 
customers 

direct foreign investment (DFI) a 

means of acquiring or building subsidiaries 
in one or more foreign countries 


discount brokers brokers who ensure 
that a transaction desired by an investor is 
executed but do not offer advice 

distributed processing processing that 
occurs in multiple locations 

distributorship a type of franchise in 
which a dealer is allowed to sell a product 
produced by a manufacturer 

divestiture the sale of an existing busi¬ 
ness by a firm 

dividend policy the decision regarding 
how much of the firm's quarterly earnings 
should be retained (reinvested in the firm) 
versus distributed as dividends to owners 

dividends income that the firm provides 
to its owners 

downsizing a reduction in the number of 
employees; an attempt by a firm to cut ex¬ 
penses by eliminating job positions 

dumping selling products in a foreign 
country at a price below the cost of pro¬ 
ducing the products 

E 

earnings before interest and taxes 
(EBIT) gross profit minus operating 
expenses 

earnings before taxes earnings be¬ 
fore interest and taxes minus interest 
expenses 

economic growth the change in the 
general level of economic activity 

economies of scale as the quantity 
produced increases, the cost per unit 
decreases 

electronic business (e-business) or 
electronic commerce (e-commerce) 

use of electronic communications, such as 
the Internet, to produce or sell products 
and services 

electronic data interchange (EDI) an 

interorganizational system that allows the 
computers of two or more companies to 
communicate directly with each other 

employee benefits additional privileges 
beyond compensation payments, such as 
paid vacation time; health, life, or dental 
insurance; and pension programs 

employment test a test of a job candi¬ 
date's abilities 

empowerment allowing employees the 
power to make more decisions 


encryption scrambling data so that they 
can be read only after being descrambled 
with the correct key 

enterprise resource planning (ERP) 
systems software programs that auto¬ 
mate all of a firm's business procedures 
and support the flow of information across 
departments 

entrepreneurs people who organize, 
manage, and assume the risk of starting 
a business 

entrepreneurship the creation of busi¬ 
ness ideas and the willingness to take risk; 
the act of creating, organizing and manag¬ 
ing a business 

equilibrium interest rate the interest 
rate at which the quantity of loanable 
funds supplied is equal to the quantity 
of loanable funds demanded 

equilibrium price the price at which 
the quantity of a product supplied by firms 
equals the quantity of the product de¬ 
manded by customers 

equity the total investment by the firm's 
stockholders 

equity financing the act of receiving 
investment from owners (by issuing stock 
or retaining earnings) 

equity theory suggests that compensa¬ 
tion should be equitable, or in proportion 
to each employee's contribution 

esteem needs respect, prestige, and 
recognition 

excise taxes taxes imposed by the federal 
government on particular products 

exclusive distribution the distribution 
of a product through only one or a few 
outlets 

expectancy theory holds that an em¬ 
ployee's efforts are influenced by the ex¬ 
pected outcome (reward) for those efforts 

expense ratio for a mutual fund, ex¬ 
penses divided by assets 

exporting the sale of products or services 
(called exports) to purchasers residing in 
other countries 

extension provides additional time for 
a firm to generate the necessary cash to 
cover its payments to its creditors 

extensible markup language (XML) 

a Web-based technology for an interorgani¬ 
zational system that allows companies to 
define their own customized sets of stan- 
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dards and communicate them over the 
Internet 

external recruiting an effort to fill posi¬ 
tions with applicants from outside the firm 

F 

family branding branding of all or most 
products produced by a company 

fashion obsolescence no longer being 
in fashion 

federal budget deficit the situation 
when the amount of federal government 
spending exceeds the amount of federal 
taxes and other revenue received by the 
federal government 

Federal Reserve System the central 
bank of the United States 

finance companies financial institutions 
that typically obtain funds by issuing debt 
securities (IOUs) and lend most of their 
funds to firms 

finance means by which firms ob¬ 
tain and use funds for their business 
operations 

financial accounting accounting per¬ 
formed for reporting purposes 

fiscal policy decisions on how the federal 
government should set tax rates and spend 
money 

fixed assets assets that will be used by a 
firm for more than one year 

fixed costs operating expenses that do 
not change in response to the number of 
products produced 

fixed-position layout a layout in which 
employees go to the position of the prod¬ 
uct, rather than waiting for the product to 
come to them 

flexible manufacturing a production 
process that can be easily adjusted to ac¬ 
commodate future revisions 

flextime programs programs that allow 
for a more flexible work schedule 

floor traders people on the trading floor 
of a stock exchange who execute trans¬ 
actions 

flotation costs costs of issuing securities; 
include fees paid to investment banks for 
their advice and efforts to sell the securi¬ 
ties, printing expenses, and registration fees 

forward contract provides that an 
exchange of currencies will occur at a 


specified exchange rate at a future point in 
time 

forward rate the exchange rate that a 
bank will be willing to offer at a future 
point of time 

franchise an arrangement whereby a 
business owner allows others to use its 
trademark, trade name, or copyright, un¬ 
der specific conditions 

franchisee a firm that is allowed to use 
the trade name or copyright of a franchise 

franchisor a firm that allows others to 
use its trade name or copyright, under 
specified conditions 

free-rein a leadership style in which 
the leader delegates much authority to 
employees 

frictional unemployment people who 
are between jobs 

full-service brokers brokers who 
provide advice to investors on stocks to 
purchase or sell and also ensure that trans¬ 
actions desired by investors are executed 

full-service retail store a retailer that 
generally offers much sales assistance to 
customers and provides servicing if needed 

G 

Gantt chart a chart illustrating the ex¬ 
pected timing for each task in the produc¬ 
tion process 

general partners partners who manage 
the business, receive a salary, share the 
profits or losses of the business, and have 
unlimited liability 

general partnership a partnership in 
which all partners have unlimited liability 

generic brands products that are not 
branded by the producer or the store 

gigabyte (GB) one billion bytes or 
roughly one billion characters 

going public the act of initially issuing 
stock to the public 

gross domestic product (GDP) the to¬ 
tal market value of all final products and 
services produced in the United States 

gross profit net sales minus the cost of 
goods sold 

growth funds mutual funds that invest 
in stocks of firms with high potential for 
growth 


growth phase the period in which sales 
of a product increase rapidly 

H 

hackers people who gain unauthorized 
access to a system through technical skill 
and manipulation 

hard drive sealed magnetic disks that 
provide secondary storage in a computer 

hardware the physical components of a 
computer 

hedge action taken to protect a firm 
against exchange rate movements 

hertz a unit of frequency equal to one cy¬ 
cle per second 

hierarchy of needs needs are ranked in 
five general categories. Once a given cate¬ 
gory of needs is achieved, people become 
motivated to reach the next category. 

horizontal merger the combination 
of firms that engage in the same types of 
business 

host (node) a member of a computer 
network 

hotelling (just-in-time office) provid¬ 
ing an office with a desk, a computer, and 
a telephone for any employee who nor¬ 
mally works at home but needs to use 
work space at the firm 

hub in a local area network (LAN), con¬ 
necting equipment that transmits commu¬ 
nications to the entire network 

human resource manager helps each 
specific department recruit candidates for 
its open positions 

human resource planning planning to 
satisfy a firm's needs for employees 

human resources people who are able 
to perform work for a business 

hygiene factors work-related factors 
that can fulfill basic needs and prevent job 
dissatisfaction 


identity theft the fraudulent assumption 
of another person's identity, usually with 
the intent to take on debt, empty bank ac¬ 
counts, or commit crimes under the as¬ 
sumed identity 

importing the purchase of foreign prod¬ 
ucts or services 


724 GLOSSARY 


incentive plans provide employees with 
various forms of compensation if they meet 
specific performance goals 

income funds mutual funds that invest 
in stocks that pay large dividends or in 
bonds that provide coupon payments 

income statement indicates the rev¬ 
enue, costs, and earnings of a firm over a 
period of time 

indenture a legal document that explains 
the firm's obligations to bondholders 

independent project a project whose 
feasibility can be assessed without consid¬ 
eration of any others 

independent retail store a retailer that 
has only one outlet 

individual branding the assignment of 
a unique brand name to different products 
or groups of products 

industrial markets markets for indus¬ 
trial products that are purchased by firms 
(such as plastic and steel) 

industrial unions unions organized for a 
specific industry 

industry advertising a nonpersonal 
sales presentation about a specific indus¬ 
try's product 

inflation the increase in the general level 
of prices of products and services over a 
specified period of time 

infomercials commercials that are tele¬ 
vised separately rather than within a show 

informal organizational structure an 

informal communications network among 
a firm's employees 

information systems include informa¬ 
tion technology, people, and procedures 
that work together to provide appropriate 
information to the firm's employees so they 
can make business decisions 

information technology technology 
that enables information to be used to pro¬ 
duce products and services 

initial public offering (IPO) the first is¬ 
sue of stock to the public 

initiative the willingness to take action 

injunction a court order to prevent a 
union from a particular activity such as 
picketing 

inside board members board members 
who are also managers of the same firm 


insider information information about a 
firm that has not been disclosed to the 
public 

insider trading transactions initiated by 
people (such as employees) who have in¬ 
formation about a firm that has not been 
disclosed to the public 

institutional advertising a nonper¬ 
sonal sales presentation about a specific 
institution's product 

institutional investors financial institu¬ 
tions that purchase large amounts of stock 

insurance companies receive insurance 
premiums from selling insurance to cus¬ 
tomers and invest the proceeds until the 
funds are needed to pay insurance claims 

intensive distribution the distribution 
of a product across most or all possible 
outlets 

internal auditor responsible for ensur¬ 
ing that all departments follow the firm's 
guidelines and procedures 

internal auditors specialize in evaluating 
various divisions of a business to ensure 
that they are operating efficiently 

internal recruiting an effort to fill open 
positions with persons already employed 
by the firm 

international licensing agreement a 

type of alliance in which a firm allows a 
foreign company (called the "licensee") to 
produce its products according to specific 
instructions 

international stock funds mutual 
funds that invest in stocks of foreign firms 

international unions unions that have 
members in several countries 

interpersonal skills the skills necessary 
to communicate with customers and 
employees 

intrapreneurship the assignment of 
particular employees of a firm to generate 
ideas, as if they were entrepreneurs run¬ 
ning their own firms 

introduction phase the initial period in 
which consumers are informed about a 
product 

inventory control the process of manag¬ 
ing inventory at a level that minimizes costs 

inventory management determines 
the amount of inventory that is held 


J 

job analysis the analysis used to deter¬ 
mine the tasks and the necessary creden¬ 
tials for a particular position 

job description states the tasks and re¬ 
sponsibilities of a job position 

job enlargement a program to expand 
(enlarge) the jobs assigned to employees 

job enrichment programs programs 
designed to increase the job satisfaction of 
employees 

job rotation a program that allows a set 
of employees to periodically rotate their job 
assignments 

job satisfaction the degree to which 
employees are satisfied with their jobs 

job sharing two or more persons share a 
particular work schedule 

job specification states the credentials 
necessary to qualify for a job position 

joint venture an agreement between two 
firms about a specific project 

just-in-time (JIT) a system that attempts 
to reduce materials inventories to a bare 
minimum by frequently ordering small 
amounts of materials 

L 

labor union an association established to 
represent the views, needs, and concerns 
of labor 

Landrum-Griffin Act required labor 
unions to specify in their bylaws the mem¬ 
bership eligibility requirements, dues, and 
collective bargaining procedures 

layout the arrangement of machinery 
and equipment within a factory or office 

leading the process of influencing the 
habits of others to achieve a common goal 

leasing renting assets for a specified pe¬ 
riod of time 

legacy systems systems that utilize out¬ 
dated technology and methods but con¬ 
tinue to be used because of the large 
investment required to replace them 

leveraged buyout (LBO) the purchase 
of a company (or a subsidiary of a com¬ 
pany) by a group of investors with bor¬ 
rowed funds 
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liability anything owed by a firm 

limit order an investor's order that places 
a limit on the price at which the investor is 
willing to purchase or sell a stock 

limited liability company (LLC) a firm 
that has all the favorable features of a typi¬ 
cal general partnership but also offers lim¬ 
ited liability for the partners 

limited partners partners whose liability 
is limited to the cash or property they con¬ 
tributed to the partnership 

limited partnership a firm that has 
some limited partners 

line of credit an agreement with a bank 
that allows a firm access to borrowed funds 
upon demand over some specified period 

line organization an organizational 
structure that contains only line positions 
and no staff positions 

line positions job positions established to 
make decisions that achieve specific busi¬ 
ness goals 

line-and-staff organization an organi¬ 
zational structure that includes both line 
and staff positions and assigns author¬ 
ity from higher-level management to 
employees 

liquid having access to funds to pay bills 
when they come due 

liquidation value the amount of funds 
that would be received as a result of the 
liquidation of a firm. 

liquidity a firm's ability to meet short¬ 
term obligations 

liquidity management the manage¬ 
ment of short-term assets and liabilities to 
ensure adequate liquidity 

load mutual funds open-end mutual 
funds that can be purchased only by calling 
a broker 

local area network (LAN) a network or 
collection of networks in a confined geo¬ 
graphic area such as a room, house, or 
building 

local unions unions composed of mem¬ 
bers in a specified local area 

lockout prevents employees from work¬ 
ing until an agreement between manage¬ 
ment and labor is reached 


M 

macroeconomic conditions the level 
of production and consumption in the 
overall U.S. economy 

malware "malicious software"; any soft¬ 
ware program written with the intent to 
cause harm to an information system 

management the means by which em¬ 
ployees and other resources (such as ma¬ 
chinery) are used by the firm 

management by objectives (MBO) 

allows employees to participate in setting 
their goals and determining the manner in 
which they complete their tasks 

managerial accounting accounting 
performed to provide information to help 
managers of the firm make decisions 

managers employees who are respon¬ 
sible for managing job assignments of 
other employees and making key business 
decisions 

manufacturing arrangement a type 
of franchise in which a firm is allowed to 
manufacture a product using the formula 
provided by another company 

market coverage the degree of product 
distribution among outlets 

market order an investor's order re¬ 
questing a transaction at the best possible 
price 

market share a firm's sales as a propor¬ 
tion of the total market 

marketing means by which products (or 
services) are developed, priced, distributed, 
and promoted to customers 

marketing intermediaries firms that 
participate in moving the product from the 
producer toward the customer 

marketing research the accumulation 
and analysis of data in order to make a par¬ 
ticular marketing decision 

materials requirements planning 
(MRP) a process for ensuring that materi¬ 
als are available when needed 

matrix organization an organizational 
structure that enables various parts of the 
firm to interact to focus on specific projects 

maturity phase the period in which ad¬ 
ditional competing products have entered 
the market, and sales of a product level off 
because of competition 


megabyte (MB) one million bytes or 
roughly one million characters 

merchants marketing intermediaries that 
become owners of products and then resell 
them 

merger two firms are merged (or com¬ 
bined) to become a single firm owned by 
the same owners (shareholders) 

merit system a compensation system 
that allocates raises according to perfor¬ 
mance (merit) 

microeconomic conditions economic 
conditions focused on a firm or industry 

middle management managers who 
are often responsible for the firm's short¬ 
term decisions 

mission statement a description of a 
firm's primary goal 

monetary policy decisions on the 
money supply level in the United States 

money supply demand deposits (check¬ 
ing accounts), currency held by the public, 
and traveler's checks 

monopoly a firm that is the sole provider 
of goods or services 

motivational factors work-related fac¬ 
tors that can lead to job satisfaction and 
motivate employees 

multitier (n-tier) architecture a feature 
of a client-server system that allows each 
server to also be a client 

mutual funds investment companies 
that receive funds from individual investors 
and then pool and invest those funds in 
securities 

mutually exclusive the situation in 
which only one of two projects designed 
for the same purpose can be accepted 

N 

National Association of Security 
Dealers Automated Quotation (Nas¬ 
daq) a computerized network within the 
OTC market for firms that meet specific 
size and capital requirements 

national unions unions composed of 
members throughout the country 

natural resources any resources that 
can be used in their natural form 

negative reinforcement motivates 
employees by encouraging them to behave 
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in a manner that avoids unfavorable 
consequences 

net asset value (NAV) the market value 
of a mutual fund's securities after subtract¬ 
ing any expenses incurred 

net income (earnings after taxes) 

earnings before taxes minus taxes 

net present value equal to the present 
value of cash flows minus the initial 
outlay 

net profit margin a measure of net in¬ 
come as a percentage of sales 

net sales total sales adjusted for any 
discounts 

network a system of computers, periph¬ 
erals, terminals, and databases connected 
by communication lines 

news release a brief written announce¬ 
ment about a firm provided by that firm to 
the media 

no-load funds open-end mutual funds 
that can be purchased without the services 
of a broker 

nonprofit organizations an organiza¬ 
tion that serves a specific cause and is not 
intended to make profits 

Norris-LaGuardia Act restricted the use 
of injunctions against unions and allowed 
unions to publicize a labor dispute 

notes payable short-term loans to a firm 
made by creditors such as banks 

o 

object in object-oriented programming, 
an individual part that acts as a miniature 
independent program that can take infor¬ 
mation from and send it to other objects 
and perform processing 

object-oriented programming (OOP) 

a technique for writing computer programs 
that facilitates the creation of new soft¬ 
ware applications out of individual parts 
(objects) 

obsolete less useful than in the past 

odd lots less than 100 shares 

on margin purchasing a stock by provid¬ 
ing cash for only a portion of the funds 
needed and borrowing the remainder from 
a brokerage firm 

one-level channel one marketing inter¬ 
mediary is between the producer and the 


open-book management a form of 
employee involvement that educates em¬ 
ployees on their contribution to the firm 
and enables them to periodically assess 
their own performance levels 

open-end mutual funds funds that 
stand ready to repurchase their shares at 
the prevailing NAV if investors decide to sell 
the shares 

operating expenses composed of sell¬ 
ing expenses and general and administra¬ 
tive expenses 

operating system system software that 
handles input from and output to periph¬ 
erals, manages primary and secondary 
storage, and executes other software 

operational planning establishes the 
methods to be used in the near future 
(such as the next year) to achieve the tacti¬ 
cal plans 

optical fibers flexible glass or plastic 
fibers used to transmit data in networks 

optimization models computer models 
that are used to represent situations that 
have many possible combinations of inputs 
and outputs 

order costs costs involved in placing 
orders 

organizational structure identifies re¬ 
sponsibilities for each job position and the 
relationships among those positions 

organizing the organization of employ¬ 
ees and other resources in a manner that is 
consistent with the firm's goals 

outside board members board mem¬ 
bers who are not managers of the firm 

outsourcing purchasing parts from a 
supplier rather than producing the parts 

owner's equity includes the par (or 
stated) value of all common stock issued, 
additional paid-in capital, and retained 
earnings 

P 

par value the amount that bondholders 
receive at maturity 

parallel processing the use of multiple 
processors acting collectively 

participative a leadership style in which 
the leaders accept some employee input 
but usually use their authority to make 
decisions 


participative management employees 
are allowed to participate in various deci¬ 
sions made by their supervisors or others 

partners co-owners of a business 

partnership a business that is co-owned 
by two or more people 

patents allow exclusive rights to the pro¬ 
duction and sale of a specific product 

penetration pricing the strategy of set¬ 
ting a lower price than those of competing 
products to penetrate a market 

pension funds receive employee and 
firm contributions toward pensions and in¬ 
vest the proceeds for the employees until 
the funds are needed 

perpendicular magnetic recording 
(PMR) a new technology that allows the 
pieces of information in a computer's sec¬ 
ondary storage to be packed closer together 

perquisites additional privileges beyond 
compensation payments and employee 
benefits 

personal selling a personal sales presen¬ 
tation used to influence one or more 
consumers 

physiological needs the basic require¬ 
ments for survival 

picketing walking around near the em¬ 
ployer's building with signs complaining of 
poor working conditions 

planning the preparation of a firm for fu¬ 
ture business conditions 

policies guidelines for how tasks should 
be completed 

political risk the risk that a country's po¬ 
litical actions can adversely affect a business 

positive reinforcement motivates em¬ 
ployees by providing rewards for high 
performance 

predatory pricing the strategy of lower¬ 
ing a product's price to drive out new 
competitors 

preferred stock a security that repre¬ 
sents partial ownership of a particular firm 
and offers specific priorities over common 
stock 

premium a gift or prize provided free 
to consumers who purchase a specific 
product 

press conference an oral announce¬ 
ment about a firm provided by that firm to 
the media 


customer 
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prestige pricing the strategy of using a 
higher price for a product that is intended 
to have a top-of-the-line image 

price skimming the strategy of initially 
setting a high price for a product if no 
other competing products are in the mar¬ 
ket yet 

price-elastic the demand for a product is 
highly responsive to price changes 

price-inelastic the demand for a product 
is not very responsive to price changes 

prime rate the rate of interest typically 
charged on loans to the most creditworthy 
firms that borrow 

private liquidation creditors may infor¬ 
mally request that a failing firm liquidate 
(sell) its assets and distribute the funds re¬ 
ceived from liquidation to them 

private placement the selling of securi¬ 
ties to one or a few investors 

privately held ownership is restricted to 
a small group of investors 

privatization the sale of government- 
owned businesses to private investors 

procedures steps necessary to implement 
a policy 

producer brands brands that reflect the 
manufacturer of the products 

product a physical good or service that 
can satisfy consumer needs 

product differentiation a firm's effort 
to distinguish its product from competitors' 
products in a manner that makes the prod¬ 
uct more desirable 

product layout a layout in which tasks 
are positioned in the sequence that they 
are assigned 

product life cycle the typical set of 
phases that a product experiences over 
its lifetime 

product line a set of related products or 
services offered by a single firm 

product mix the assortment of products 
offered by a firm 

production control involves purchasing 
materials, inventory control, routing, 
scheduling, and quality control 

production efficiency the ability to pro¬ 
duce products at a low cost 

production management (operations 
management) the management of a 


process in which resources (such as em¬ 
ployees and machinery) are used to pro¬ 
duce products and services 

production process (conversion pro¬ 
cess) a series of tasks in which resources 
are used to produce a product or service 

production schedule a plan for the tim¬ 
ing and volume of production tasks 

profit sharing a portion of the firm's 
profits is paid to employees 

program evaluation and review tech¬ 
nique (PERT) a method of scheduling 
tasks to minimize delays in the production 
process 

promotion the act of informing or re¬ 
minding consumers about a specific prod¬ 
uct or brand 

promotion the assignment of an em¬ 
ployee to a higher-level job with more re¬ 
sponsibility and compensation 

promotion budget the amount of funds 
that have been set aside to pay for all pro¬ 
motion methods over a specified period 

promotion mix the combination of pro¬ 
motion methods that a firm uses to in¬ 
crease acceptance of its products 

prospectus a document that discloses 
relevant financial information about secu¬ 
rities and about the firm issuing them 

protective covenants restrictions im¬ 
posed on specific financial policies of a firm 
that has issued bonds 

prototype a working system with limited 
functionality 

public accountants accountants who 
provide accounting services for a variety of 
firms for a fee 

public offering the selling of securities to 
the public 

public relations actions taken with the 
goal of creating or maintaining a favorable 
public image 

publicly held shares can be easily pur¬ 
chased or sold by investors 

pull Strategy firms direct their promo¬ 
tion directly at the target market, and con¬ 
sumers in turn request the product from 
wholesalers or producers 

push Strategy producers direct their pro¬ 
motion of a product at wholesalers or retail¬ 
ers, who in turn promote it to consumers 


Q 

quality the degree to which a product or 
service satisfies a customer's requirements 
or expectations 

quality control a process of determining 
whether the quality of a product meets the 
desired quality level 

quality control circle a group of em¬ 
ployees who assess the quality of a product 
and offer suggestions for improvement 

quota a limit on the amounts of specific 
products that can be imported 

R 

random access memory (RAM) the 

primary storage device in a computer; 
holds the programs and data that are cur¬ 
rently in use 

ratio analysis an evaluation of the rela¬ 
tionships between financial statement vari¬ 
ables 

rebate a potential refund by the manu¬ 
facturer to the consumer 

recession two consecutive quarters of 
negative economic growth 

reengineering the redesign of a firm's 
organizational structure and operations 

reinforcement theory suggests that re¬ 
inforcement can influence behavior 

reminder advertising intended to re¬ 
mind consumers of a product's existence 

restructuring the revision of the produc¬ 
tion process in an attempt to improve 
efficiency 

return on assets (ROA) measures a 
firm's net income as a percentage of the to¬ 
tal amount of assets utilized by the firm 

return on equity (ROE) measures the 
return to the common stockholders (net 
income) as a percentage of their invest¬ 
ment in the firm; earnings as a proportion 
of the firm's equity 

right-to-work allows states to prohibit 
union shops 

risk the degree of uncertainty about a 
firm's future earnings 

round lots multiples of 100 shares 

router a device that connects local area 
networks (LANs) to wide area networks 
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(WANs) and other LANs; maintains tables 
of computer and network locations so that 
it can route incoming information to the 
correct place 

routing the sequence (or route) of tasks 
necessary to complete the production of a 
product 

s 

S-corporation a firm that has 100 or 
fewer owners and satisfies other criteria. 
The earnings are distributed to the owners 
and taxed at the respective personal in¬ 
come tax rate of each owner. 

safety needs job security and safe work¬ 
ing conditions 

salary (or wages) the dollars paid for a 
job over a specific period 

sales manager an individual who man¬ 
ages a group of sales representatives 

sales promotion the set of activities that 
is intended to influence consumers 

salvage value the amount of money that 
a firm can receive from selling a project 

sampling offering free samples to en¬ 
courage consumers to try a new brand or 
product; randomly selecting some of the 
products produced and testing them to de¬ 
termine whether they satisfy the quality 
standards 

savings institutions financial institu¬ 
tions that obtain deposits from individuals 
and use the deposited funds primarily to 
provide mortgage loans 

scalability the ability of an information 
system to grow 

scheduling the act of setting time 
periods for each task in the production 
process 

seasonal unemployment people whose 
services are not needed during some 
seasons 

secondary market a market where 
existing securities can be traded among 
investors 

secured bonds bonds backed by col¬ 
lateral 

segments subsets of a market that reflect 
a specific type of business and the per¬ 
ceived quality 

selective distribution the distribution 
of a product through selected outlets 


self-actualization the need to fully 
reach one's potential 

self-service retail store a retailer that 
does not provide sales assistance or service 
and sells products that do not require 
much expertise 

servers powerful computers that provide 
services to other computers in a network 

sexual harassment unwelcome com¬ 
ments or actions of a sexual nature 

shareholder activism active efforts by 
stockholders to influence a firm's manage¬ 
ment policies 

shopping products products that are 
not purchased frequently 

shortage the situation when the quantity 
supplied by firms is less than the quantity 
demanded by customers 

social needs the need to be part of a 
group 

social responsibility a firm's recognition 
of how its business decisions can affect 
society 

socialism an economic system that con¬ 
tains some features of both capitalism and 
communism 

sole proprietor the owner of a sole 
proprietorship 

sole proprietorship a business owned 
by a single owner 

source code the inner workings of a soft¬ 
ware program 

spam junk e-mail 

spammers those who send junk e-mail 
for money 

span of control the number of employ¬ 
ees managed by each manager 

specialty products products that 
specific consumers consider to be special 
and therefore make a special effort to 
purchase 

specialty retail store a retailer that spe¬ 
cializes in a particular type of product 

spot exchange rate the exchange rate 
quoted for immediate transactions 

staff positions job positions established 
to support the efforts of line positions 

stakeholders people who have an inter¬ 
est in a business; the business's owners, 
creditors, employees, suppliers, and 
customers 


stand-alone system system architecture 
consisting of one or more computers that 
function independently 

statistical analysis a computer model 
that applies statistical principles to under¬ 
standing relationships between data and 
certain outcomes 

stock certificates of ownership of a 
business 

stock market efficiency a term used to 
suggest that stock prices reflect all publicly 
available information 

stock mutual funds investment compa¬ 
nies that invest funds received from indi¬ 
vidual investors in stocks 

stock options a form of compensation 
that allows employees to purchase shares 
of their employer's stock at a specific price 

stockbroker a person who facilitates de¬ 
sired stock transactions 

stockholders (shareholders) investors 
who wish to become partial owners of 
firms 

store brands brands that reflect the retail 
store where the products are sold 

strategic alliance a business agreement 
between firms whereby resources are 
shared to pursue mutual interests 

strategic plan identifies a firm's main 
business focus over a long-term period, 
perhaps three to five years 

stretch targets production efficiency 
targets (or goals) that cannot be achieved 
under present conditions 

strike a discontinuation of employee 
services 

structural unemployment people who 
are unemployed because they do not have 
adequate skills 

subscription model a method of up¬ 
grading software in which a user pays a 
monthly or yearly subscription to access a 
software product 

supervisory (first-line) management 

managers who are usually highly involved 
with the employees who engage in the 
day-to-day production process 

supply chain the process from the begin¬ 
ning of the production process until the 
product reaches the customer 

supply schedule a schedule that indi¬ 
cates the quantity of a product that would 
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be supplied (produced) by firms at each 
possible price 

surplus the situation when the quantity 
supplied by firms exceeds the quantity de¬ 
manded by customers 

switch in a local area network (LAN), 
connecting equipment that provides better 
security and performance than hubs 
over private, computer-to-computer 
connections 

system architecture the basic logical 
organization of a computer 

systems development life cycle 
(SDLC) the traditional approach to sys¬ 
tems development; involves decomposing 
a system into its functional components 

T 

tactical planning smaller-scale plans 
(over one or two years) that are consistent 
with the firm's strategic (long-term) plan 

Taft-Hartley Act an amendment to the 
Wagner Act that prohibited unions from 
pressuring employees to join 

target market a group of individuals or 
organizations with similar traits who may 
purchase a particular product 

tariff a tax on imported products 

teamwork a group of employees with 
varied job positions have the responsibility 
to achieve a specific goal 

technical skills skills used to perform 
specific day-to-day tasks 

technological obsolescence being in¬ 
ferior to new products 

technology knowledge or tools used to 
produce products and services 

telemarketing the use of the telephone 
for promoting and selling products 

tender offer a direct bid by an acquiring 
firm for the shares of a target firm 

terabyte one trillion bytes 

terminal in a terminal-host system, a de¬ 
vice that can only perform input and out¬ 
put and cannot do any processing of its 
own 


terminal-host an early type of informa¬ 
tion system architecture that uses a single 
central computer (a mainframe), with 
which users interact through terminals 

time management the way managers 
allocate their time when managing tasks. 

times interest earned ratio measures 
the ability of a firm to cover its interest 
payments 

top (high-level) management man¬ 
agers in positions such as president, chief 
executive officer, chief financial officer, and 
vice-president who make decisions regard¬ 
ing the firm's long-run objectives 

total quality management (TQM) the 

act of monitoring and improving the qual¬ 
ity of products and services produced 

trade deficit the amount by which im¬ 
ports exceed exports 

trademark a brand's form of identifica¬ 
tion that is legally protected from use by 
other firms 

Treasury bills short-term debt securities 
issued by the U.S. Treasury 

two-level channel two marketing inter¬ 
mediaries are between the producer and 
the customer 

u 

underwriting syndicate a group of in¬ 
vestment banks that share the obligations 
of underwriting securities 

underwritten the investment bank guar¬ 
antees a price to the issuing firm, no mat¬ 
ter what price the securities are sold for 

unlimited liability no limit on the debts 
for which the owner is liable 

unsecured bonds bonds that are not 
backed by collateral 

upward appraisals used to measure the 
managerial abilities of supervisors 

V 

variable costs operating expenses that 
vary directly with the number of products 
produced 


variety retail store a retailer that offers 
numerous types of goods 

venture capital firm a firm composed of 
individuals who invest in small businesses 

vertical channel integration two or 

more levels of distribution are managed by 
a single firm 

vertical merger the combination of a 
firm with a potential supplier or customer 

volatile in reference to random access 
memory (RAM), the quality of losing data 
without constant power 

w 

Wagner Act prohibited firms from inter¬ 
fering with workers' efforts to organize or 
join unions 

"what-if" analysis a computer model 
that generates different potential business 
scenarios to answer questions 

white knight a more suitable company 
that is willing to acquire a firm and rescue 
it from the hostile takeover efforts of some 
other firm 

wide area network (WAN) a network 
that connects two or more local area net¬ 
works (LANs) or WANs together, often 
over a wide geographic area 

wi-fi (802.1 lx) a collection of data- 
oriented wireless network technologies 

work Station an area in which one or 
more employees are assigned a specific task 

working capital management the 

management of a firm's short-term assets 
and liabilities 

work-in-process inventories invento¬ 
ries of partially completed products 

Y 

yellow-dog contract a contract requir¬ 
ing employees to refrain from joining a 
union as a condition of employment 
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B 
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Bethlehem Steel, 318, 365 
Beyonce, 194 
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Bridgestone/Firestone, 439 
Briggs & Stratton, 59 
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Corning, 113 
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eBay, 8, 108, 109, 245, 247, 285 
Eddie Bauer, 384, 456 
Egypt, 47 
Elevator, The, 193 

Enron, Inc., 14, 49-50, 53, 167, 168, 
284, 410-411, 570-571, 572-573 
Enterprise Rent-A-Car, 166, 376 


COMPANY INDEX 731 


Ernst & Young, 415 
Estonia, 122 

Europe, 109, 113, 115, 116, 118, 122, 
126, 127, 128, 129, 130, 132, 301, 
459, 507 

ExxonMobil, 56, 130, 452, 529, 643 

F 

Federal Express, 22, 56, 57, 79 
Filo, David, 8 

First Union Corporation, 650 
Fisher Price, 471 
Foot Locker, 499, 500 
Ford Motor Company, 4, 54, 56, 60, 75, 
110, 118, 120, 128, 176, 199, 244, 
260, 327, 329, 368, 381-382, 452, 
470, 533, 576, 612, 638, 656 
France, 47, 120, 127, 128, 459 
Frito-Lay, 125, 471, 529 

G 

Gap, The, 4, 16, 60, 108, 457, 474, 498, 
529, 642 
Garage.com, 193 
Gateway, 498 
General Dynamics, 344 
General Electric, 109, 113, 115, 283, 
376 

General Mills, 47, 48, 470, 539, 608 
General Motors, 13, 14, 15, 17, 44-45, 
60, 75, 83, 110, 113, 120, 128, 199, 
244, 251, 252, 291, 298, 301, 326, 
329, 330, 385, 411, 415, 438, 473, 
529, 612, 648, 650 

General Nutrition Centers (GNC), 317, 

495, 529 

Germany, 47, 111, 127, 128, 385 
Gillette, 413, 496, 498, 547 
Global Crossing, 14, 410 
Glow Dog, Inc., 192 
Goldman Sachs, 653 
Goodyear Tire and Rubber Company, 
17, 381, 417, 608 
Google, 8, 166, 206, 609, 610 
Greece, 126 

H 

Heinz, 128 
Hertz, 109, 197 

Hewlett-Packard, 74, 129, 196, 461, 
464, 505 
Hilton Hotels, 4 
Holiday Inn, 176, 177, 533 
Home Depot, 57, 339, 340, 415, 457, 

496, 508, 541, 547 
Homestake Mining Company, 55 
Honda, 118 

Honeywell, 54 


Hong Kong, 108 

Hungary 113, 118, 122, 128, 254 


IBM, 3, 4, 13, 15, 45, 47, 55, 56, 57, 
108, 110, 261, 289, 291, 294, 376, 
451, 464, 465, 466, 470, 474, 475, 
529, 532, 618, 642, 643 
India, 118, 119, 125, 128, 413 
Indonesia, 120 
Inland Steel, 54 

Institutional Shareholder Services (ISS) 
Inc., 255 

Intel Corporation, 116, 286, 294, 470 

J 

Jaguar, 381-382, 450 

Jandy Industries, 511 

Japan, 47, 120, 126, 130, 139, 335 

J.C. Penney, 287, 471, 509 

Jeremy's MicroBatch Ice Cream, 192 

JetBlue, 203, 474 

J.M. Smucker, 48 

Johnson & Johnson, 45, 56, 344, 413 
J.P. Morgan Chase, 411 

K 

Kay-Bee Toys, 468 
Kellogg, 118 
Kentucky, 502 
Kenya Airways, 108 
Keys, Alicia, 3 
Kinney's Shoes, 509 
Kmart, 509 

Kodak, 55, 365, 375, 376, 416, 465, 
469, 472, 656 
Kozlowski, Dennis, 573 
Kraft Foods, 547 
Kraus, Jerry, 192 
Krispy Kreme, 329 

L 

Lands' End, 493, 510 
Latin America, 109, 110, 115, 122, 126, 
128, 130, 301, 459 
Latvia, 122 
Lear Seating, 327 
Levi Strauss & Co., 43, 407, 470 
Libya, 126 
Lithuania, 122 
Little Caesars Pizza, 14 
Liz Claiborne, Inc., 450, 472, 493, 499 
L.L. Bean, 166, 513 
Lockheed Martin, 47, 327 
Look-Look.com, 162 
Lucent Technologies, 407 


M 

Malta, 122 

Marriott International, 46, 416-417, 
460, 533 
Mars, Inc., 211 
Mastercard, 206, 480-481 
MBA Enterprise Corps, 128 
MBNA, 384 

McDonald's, 77, 109, 125, 176, 177, 

178, 407, 531, 642 
McNabb, Donovan, 543 
Mediterranean countries, 126 
Mercedes, 470 
Merrill Lynch, 45, 407 
Mesa Company, 120 
Mexico, 108, 111, 113, 116, 121, 125, 
252, 301 

Microsoft, 4, 56, 177, 384, 400, 409, 532 

Middle East, 130, 301 

Miller Brewing, 545 

Mitsubishi Materials, 118 

Moody's Investor Service, 605 

Morgan Stanley, 653 

Motorola, 4, 17, 113, 259, 334, 344, 

379, 415, 416, 417, 612 
MRI, 403 

Mrs. Field's Cookies, 258 
MSN, 532 

N 

Nabisco, 471 

Nasdaq. See National Association of 
Securities Dealers Automated Quota¬ 
tions (Nasdaq) 

National Association of Securities Deal¬ 
ers Automated Quotations (Nasdaq), 
611 

National Semiconductor, 504 
Netherlands, 113 

New York Stock Exchange (NYSE), 570, 
611 

New York Yankees organization, 3 
Nextel, 653 

Nike, 14, 56, 118, 129, 470, 495, 499, 
500, 530, 533 
Northwest Airlines, 439 
Nucor, 376 

o 

Oracle Corporation, 49 
Oshkosh B' Gosh, 457 
over-the-counter (OTC) markets, 611 

P 

Pacific Basin, 115, 301 
Panama, 459 


732 COMPANY INDEX 


Paperexchange.com, 504 
Paychex, 376-377 
Payless, 197 

PC Repair Company, 170-171 
Pearle Vision, Inc., 176 
PepsiCo, 78, 108, 113, 125, 283, 336- 
337, 407, 450, 470, 471, 499, 502- 
503, 533, 543, 643 
Pfizer, 321, 417 
Pitt, Brad, 543 
Pizza Hut, 176, 177 
Poland, 109, 122, 127 
PPG Industries, 55 

Procter 6- Gamble, 109, 128, 137, 376, 
407, 450, 463-464, 470, 471, 528, 
531, 545, 547 
Prudential Securities, 59 
Publix Super Markets, 48 
Publix Supermarkets, 508, 530 

Q 

Quaker State, 450 
Quicken, 193 

R 

Radio Shack, 508 

Ralston Purina, 493 

Rand McNally & Co., 166 

RCA, 139, 470 

Reebok, 495, 545 

RJR Nabisco, 120 

Robert Morris Associates, 588 

Rockwell International, 45, 55, 58 

Rolex, 450 

Romania, 127 

Russia, 5, 515 

s 

Sara Lee Corporation, 15, 45 
SAS Institute, 48 
Saturn, 17, 39, 473, 505, 529 
Saudi Arabia, 125 
Seagrams Company, 452 
Sears, 283, 291, 471, 481, 495, 508, 
509, 531 
7-Eleven, 508 
7UP, 541 


SinGap, Theore, 113, 507 
Slovakia, 122, 459 
Slovenia, 122 
Sony, 118 

South America, 118, 252 

South Korea, 118, 120 

Southwest Airlines, 4, 15, 316, 384, 

469, 471, 474 
Soviet Union, 5, 128 
Spain, 113, 459 
Sports Illustrated, 540 
Sprint, 653 

Standard & Poor's Corporation, 605 
Starbucks Coffee Company, 43, 74, 108, 
319, 409, 453, 461, 468 
Station Casinos, 47 
Stoner, 338 
Subway, 176 
SunTrust Bank, 14, 56 
Super 8 Motels, Inc., 176 
Sweden, 127 
Switzerland, 127 
Symantec, 407 

T 

Taco Bell, 450, 474 
Taiwan, 111, 113, 118 
Talbots, 533 
Texas Instruments, 113 
Texen, Inc., 252 
Textron, 452, 642 
TGI Fridays, 176 

3M Company, 113, 129, 295, 339, 464, 
642 

Thrifty Rent-a-Car System, 176 
Time Warner, 495, 540 
Toyota, 118, 199, 502, 532 
Tunisia, 126 
Tyco, 573 

u 

Ukraine, 254 
Unilever, 459 

United Kingdom, 118, 130, 134, 134- 
139, 135, 136, 137, 138, 459, 586 
United Parcel Service (UPS), 79, 166, 
330, 407, 417, 438, 460 
United States, 111, 113, 116, 117, 118, 
120, 121, 122, 125-126, 127, 128, 


129, 130, 133, 134, 135, 136, 137, 
139, 197, 252, 254, 335, 385, 413, 
502, 507, 543, 586, 638, 643 
University of California, 340 
University of North Carolina, 128 
US Airways (formerly US Air), 439 
USA Today, 382 
Usher, 335 
U.S. Steel, 331 

V 

Venezuela, 459 
Verizon, 75 
Victoria's Secret, 548 
Visa, 206, 471, 480-481 
Volvo, 529 

w 

Wachovia Corporation, 650 
Wall Street Journal, 638 
Wal-Mart, 16, 56, 108, 115, 125, 400, 
401, 409, 452, 468, 495, 508, 618, 
660 

Walt Disney Company. See Disney 
Wegman's Food Market, 47 
Wendy's, 336-337 
Western Electric, 365 
Weyerhaeuser, 82, 330 
Williams, Serena, 543 
WorldCom, 50, 410, 572, 573 

X 

Xerox Corporation, 45, 379, 416, 417 

Y 

Yahoo!, 8, 206, 381, 609 
Yellow Pages, 536 

z 

Zemax Company, 172-173 
Zenith Electronics, 15, 116 


733 


Subject Index 


A 

Academy Awards, 531 
accountability, 282-288 
accounting, 20-21, 22, 23, 568-588 
automating, 330 
accounts payable, 577-578 
accounts receivable, 577, 580, 581, 601, 
657 

accounts receivable management, 657, 
658-660 

acquisitions, 650-657 
across-the-board system, 375 
advancement, 45, 367, 372, 400, 418, 
437 

advertising, 211, 454, 495, 528, 529- 
534, 546 
deceptive, 38, 40 
expenditures, 531 
forms of, 530-534, 542-544 
market share and, 529 
packaging as, 469-470 
regulations on, 200 
affirmative action, 45 
African Americans, 44, 45, 406, 407 
after-tax incomes, 92-93, 167-168, 172 
age, 456, 457 

Age Discrimination in Employment Act 
of 1967, 405 
agency costs, 252, 291 
agency problems, 167, 291 
agents, 495 

aggregate expenditures, 76 
aggregate production levels, 91 
agricultural businesses, 6-7 
air pollution, 54 

Americans with Disabilities Act (ADA) 
of 1990, 406 
annual reports, 574 
Annual Statement Studies, 588 
antitrust laws, 41, 42 
appreciation, 135, 136, 139 
Asian crisis (1997-1998), 129 
assembly lines, 261, 317, 323 
assets, 575, 576-577, 583, 600, 601 
asset turnover, 581-582, 585 
bankruptcy and, 622 
current, 577, 580 
expansion and, 643 
fixed, 577, 603 
liquidation of, 622, 623 
short-term, 580, 657 
that reduce expenses, 644 


auctions, electronic, 329 
audit committees, 287 
auditing, 571 
auditing firms, 574 
auditors, 574 
external, 287 
independent, 572 
internal, 282, 287, 571 
role in ensuring proper reporting, 
572-573 
authority 

delegating, 250, 289, 290, 369, 380 
distribution of, 288-293 
autocratic leadership style, 251, 252, 
254 

automation, 339-340 
autonomy, 289 

B 

backup strategies, 259 

balance of trade, 117 

balance sheets, 575, 576-579 

banking industry, 200 

bankruptcy, 52, 622, 623-624 

banks. See financial institutions 

banner ads, 532 

base pay, 376, 411 

basic accounting equation, 577 

benchmarking, 339 

benefits, 368, 404, 408, 411-413, 436. 

See also compensation 
best-efforts basis, 613 
bias, 45 
billboards, 533 
binding contracts, 42 
biotechnology industry, 220 
board committees, 286-287 
board meetings, 282 
board members, 283, 574 
diversity among, 407 
inside versus outside, 283, 284 
board of directors, 164-165, 255, 282- 
288 

committees of the, 286-287 
conflicts of interest with the, 284- 
286 

election of the, 608 
retained earnings and the, 607 
role in ensuring proper reporting, 
572 

stock options and the, 411 
bondholders, 604 


bond mutual funds, 607 
bond rating agencies, 605 
bonds, 604-605, 607, 613-614 
collateral for, 613 
coupon rates of, 613 
default risks of, 605 
maturity of, 613 

bonuses, 296, 372, 375, 377, 408, 411 
bookkeeping, 568 
boredom, 379, 400 
borrowing, 600-604. See also debt 
boycotts, 438 

Boys & Girls Clubs of America, 57 

brand advertising, 529 

branding, 468 

brand loyalty, 539, 540 

Brazil, 83 

breakdowns, 344 

break-even point, 342, 477-478 

break-up value, 656 

bribes, 47, 123, 133 

"bricks and mortar" stores, 459. See also 
retail stores 
Brin, Sergio, 8 
budget deficits, 93, 127 
budgeting analysis, 642 
building codes, 132 
buildings, 316, 317 
bulk purchasing, 495, 502, 512 
business decisions, 20-24 
business environment, 18-20, 208 
assessment of the, 208-209 
contingency planning and the, 247 
business ethics, 38-63 
business failure, 622-624 
business functions, 62, 586 
business inventories, 91 
business models, changing, 504 
business operations, 568, 603 
business ownership, 159-180 
changes in, 170-171 
business plans, 193, 207-219, 600 
assessing, 217 
example of, 676-680 
online resources for developing, 

214 

risk management and, 219 
software for, 214 
summary of, 214-217 
business publications, 638 
business responsibilities, 39-40 
business risk, 219 
business-to-business (B2B) 
e-commerce, 9 


734 SUBJECT INDEX 


business-to-business (B2B) franchises, 
178 

button ads, 532 
buyers, 495, 496 
bylaws, 164, 167 

c 

call features, 604 
capital, 7-9 

obtaining, 599-624 
paid-in, 578 

capital budgeting, 642, 643-649, 654, 
671-675 

capital expenditures, 643-644, 647 

capital gains, 170 

capitalism, 125-126, 127-129 

capital structure, 617-622, 623-624 

carbon dioxide, 54 

car dealers, 205 

career paths, 369 

car loans, 82 

carrying costs, 328 

cash flows, 577, 580, 581, 585, 621, 

654, 657 

capital budgeting and, 645, 646- 
647, 648, 649 

present value and, 671-675 
catalogs, 493, 510, 533 
Caucasians, 406 
celebrities, 543 

Celler-Kefauver Act (1950), 42 
Center for Enterpreneurial Leadership, 
11 

centralization, 288, 290 

foreign operations and, 291 
certified public accountants (CPAs), 568 
chain of command, 278 
chains, 508 

chain-style businesses, 176 
channels of distribution, 493-498, 504 
push/pull strategies and, 545 
vertical channel integration, 513— 
516 

charitable organizations, 56-58 

charters, 164, 167 

checking accounts, 90 

chemical industry, 220 

chief executive officers (CEOs), 165, 

278, 376, 574 

chief financial officers (CFOs), 574 
child labor laws, 123 
Chile, 83 
China, 83 

Civil Rights Act of 1964, 45, 405 
Civil Rights Act of 1991, 406, 424 
Clayton Act (1914), 42 
co-branding, 471 
code of conduct, 43 
code of responsibilities, 45-46 
collateral, 212-213, 600-601, 604, 613, 
617, 624 

commercial banks, 600, 606 
commercial paper, 605-606 


commissions, 38, 408, 411 
common stock, 578, 608, 609 
common stockholders, 584, 585 
communication 

with customers, 260 
with employees, 260 
networks, 296-297 
technology and, 281, 340, 504 
communism, 126-127 
community responsibility, 56-58 
comparative advertising, 529 
compensation, 79, 127, 209, 435 
across business functions, 378 
across countries, 413 
across-the-board system, 375 
base pay, 41, 376 
comparison across jobs, 413 
compensation packages, 408-414 
equity theory and, 370-371 
examples of compensation programs, 
376-377 

importance of adequate, 375-377 
incentive plans, 375 
inflation and, 79 
job satisfaction and, 374 
linking to performance, 376 
merit system, 375 
motivation and, 372 
open-book management and, 383 
personal income taxes and, 413 
plans for proper, 377 
regional variation in, 318 
unions and, 436-437 
compensation committees, 286 
compensation plans, 377 
competition, 19, 41-42, 123, 126, 195, 
197-201 

competitive advantage, 202-207 
exchange rates and, 139 
industry environment and, 209 
international, 59, 116, 122, 335 
location and, 318 
new products and, 464, 465 
pricing and, 473-475 
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coupons, 538, 539, 544, 604 
craft unions, 435 

creativity, 194-195, 258, 369, 380, 

416 

credentials, 398 
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employee input, 293-297 
employee involvement programs, 379- 
383 

employees, 203, 209, 210, 212, 217 
communication with, 260, 296-297 
compensation of, 408-414 
contributions of, 370-371 
cost of injuries to, 222 
death or resignation of key, 220, 

221 

disgruntled, 374 
diversity and, 406-407 
evaluations of, 372, 405, 418-419 
family obligations of, 379 
foreign, 385 

health insurance and, 222 
health of, 222 

involvement in the hiring process, 
402 

involvement of, 374, 379-383 
managers and, 15-16, 17 
morale of, 289, 296, 297, 343 
motivating, 364-386 
organizational structure and, 277- 
278 

organization of, 248 
part-time employment of, 379, 398 
performance of, 343 
production and, 316, 317 
quality control and, 336 
reliance upon, 220 
responsibility to, 43-48 
safety of, 43 
satisfaction of, 47-48 
seasonal, 398 

social responsibility and, 56 
as stockholders, 376, 383, 409-411 
supervisors' perceptions of, 369 
temporary, 398 
unions and, 200 
employment, 19 

global business and, 117, 122, 123 
employment tests, 402 
empowerment, 379-381 
enterpreneurs, 125-126, 159 
enterprise resource planning (ERP) sys¬ 
tems, 330-331 

Entrepreneur of the Year award, 131, 
659 

entrepreneurs, 9-11, 17, 192, 193, 609 
entrepreneurship, 9-11 
profile for, 194-195 
pros and cons of, 193-194 
environment 

ISO standards concerning the, 335 
responsibility to the, 54-56, 60, 62 


environmental laws, 123, 132, 200 
Environmental Protection Agency 
(EPA), 54 

environmental responsibility, 54-56, 

60, 62 

e-procurement, 326 
Equal Employment Opportunity Com¬ 
mission (EEOC), 45, 423 
equal opportunity, 44, 45 
providing, 405-408 
Equal Pay Act of 1963, 405 
equilibrium interest rates, 635-636, 

637, 638, 639 

equilibrium price, 84, 85-86, 87, 88, 89 
equipment, 174, 316, 317, 322, 644 
quality control and, 336 
safety and, 417 

equity, 172-174, 575, 582-584, 599 
owner's, 575, 577, 578, 582, 584 
stockholder's, 577 

equity financing, 607-613, 617-622 
equity theory, 370-371, 373 
e-risk, 222-223 
esteem needs, 367 
ethics, 38-63, 283 
code of, 47 
global, 47 
euro, 122, 130 
European Union, 121 
evaluating, 253 

evaluations, 372, 405, 418-419 
action due to, 423 
criteria for, 418-421 
job responsibilies and, 422 
performance evaluation forms, 419 
steps for proper, 422-423 
Everhart, Ed, 170-171 
exchange rates, 124, 130, 134-139, 209, 
648 

excise taxes, 93 

exclusive distribution, 499-500 
executive compensation, 51-52 
executives, 255 

expansion, 82, 166, 323, 324, 608, 642- 
680 

of current business, 643 
of product lines, 643-644 
through investment in assets, 644 
through mergers, 650 
expectancy theory, 369-370, 373 
expenses, 4, 21, 167, 213 
experience, 398 

exporting, 115, 116-119, 121, 123, 133 
exchange rates and, 136-137 
expansion and, 644 
extension, 622-623 
external auditors, 287 

F 

facilities, 210, 212 

factories, 210, 317, 322, 645. See also 
sites 
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family branding, 470 
family business, 175 
family obligations, 379 
fashion obsolescence, 461 
feasibility, 213-214 
federal budget deficit, 93 
Federal Open Market Committee 
(FOMC), 91-92 

Federal Reserve System, 91, 92, 637 
federal spending, 92-93 
Federal Trade Commission Act (1914), 
42 

feedback 

customer, 336 
of employees, 250 
for employees, 418 
finance, 20, 21, 23 
finance companies, 600, 606 
financial accounting, 568, 570 
Financial Accounting Standards Board 
(FASB), 568 

financial analysis, 467, 507, 568-588, 
653 

financial conditions, 23, 212, 512, 568, 
580, 600-601 

financial information, 568-588, 614 
interpreting, 579 

financial institutions, 92, 600-604, 637. 
See also banks 

financial leverage, 586, 587 
industry norms and, 586 
measures of, 580, 582-583 
return on equity (ROE) and, 619 
financial managers, 62, 95, 467, 507, 
570, 580, 621, 646 
financial plans, 208, 212-214, 600 
financial reporting, 49-50, 53, 62, 167, 
568-570, 609 
control of, 255-257 
ensuring accurate, 575 
online, 570 

organizational structure and, 283, 
287-288, 291 

penalties for misleading, 574 
responsibility for, 569 
responsible, 571-575 
stock options and, 410-411 
financial statements, 568, 570, 571, 

572, 600 

interpreting, 575-579 
financing, 82, 174, 193, 217-218, 300, 
599-624 
retailers and, 513 
from suppliers, 615 
through leasing, 616-617 
total quality management (TQM) 
and, 334 

wholesalers and, 513 
financing costs, 328, 599 
financing needs, 608 
fines, 61, 133 

finished goods inventories, 328, 329 
firing, 46, 372, 374, 423, 437 
firms, 3 


firm-specific characteristics, 219, 221 
fiscal policy, 90-93, 94 
restrictive, 94, 95 
stimulative, 95 
fixed assets, 577, 603 
fixed costs, 340-342, 473, 476-477 
fixed-position layout, 323 
fixed rate-loans, 601-603 
flexible career paths, 369 
flexible manufacturing, 323 
flexible work schedules, 375, 378-379 
flextime programs, 378 
floating-rate loans, 601-603 
flotation costs, 614 
follow up, 537 

Food and Drug Administration (FDA), 

41 

forecasting, 214 

foreign businesses, 180. See also global 
business 

foreign characteristics, 124-134, 459 
Foreign Corrupt Practices Act, 133 
foreign countries, 47, 107-140, 515 
foreign demand, 108-110, 113, 128- 
129, 132, 209 

foreign governments, 543, 648 
foreign markets, 108-110, 116-118, 
128-130, 459, 471, 543 
capital budgeting and, 643 
e-commerce and, 460 
foreign operations, 291 
foreign production, 117, 321 
forward contracts, 137-138 
forward rates, 137-138 
franchisees, 176, 177, 178 
franchising, 175, 176-179, 200 
franchisors, 176, 177 
free-market economy, 5, 9 
free-rein leadership style, 251, 252, 253, 
254 

free trade, 123-124 

free trade agreements, 121, 122 

free trade zones, 121 

freight haulers, 504 

frequent flier miles, 539 

friendships, 297 

funds, 161, 162, 167 

access to, 166-167, 174 
obtaining, 599-624 
start-up, 177 
future growth, 210 
future payments, 137-138 
future receivables, 138 

G 

Gantt chart, 331-332 
gasoline prices, 78-79 
gender, 44, 405, 456, 457 
General Agreement on Tariffs and Trade 
(GATT), 121 

generally accepted accounting principles 
(GAAP), 568 


general partners, 166 
general partnerships, 162, 166 
generic brands, 471 
geography, 457, 458 
global business, 47, 83 

departmentalization and, 301 
distribution and, 515 
exchange rate movements and, 586 
financing and, 621 
global investing and, 648 
leadership styles and, 254 
market conditions and, 199 
marketing and, 543 
motivating employees in, 385 
organizational structure and, 291 
quality standards and, 335 
targeting foreign markets, 459 
technology and, 83 
global conditions, 107-140, 209 
global environment, 19, 208, 209, 218 
globalization, 109 
global quality standards, 335 
goals, 244-245 

compensation plans aligned with, 
377 

expectancy theory and, 369 
long-term, 247 
short-term, 263, 265 
going public, 166, 609-611 
government, 5 
government contracts, 89 
government intervention, 122-123 
government policies, 73 
government regulations, 40-42, 60, 
111, 124, 132-134, 200 
on advertising, 40, 41 
impact on economic conditions, 90- 
93 

on industry competition, 41-42 
on pollution, 54, 55 
on product safety, 40-41 
grapevine, 296-297 
grievance policy, 46 
grievance procedures, 436, 437 
gross domestic product (GDP), 76, 77 
gross profits, 576 
Grove, Andrew S., 286 

H 

Habitat for Humanity, 58 
hacking, 222 
harbors, 113 

harrassment, 43, 45, 46, 405, 417 
Hawthorne studies, 365-366, 373 
health, 200 

health care, 200, 222, 403, 404, 413, 
417 

health insurance, 222, 404, 411-413 
hedging, 137-139 
Herzberg, Frederick, 367-368 
Herzberg's job satisfaction study, 367- 
368, 373 
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hierarchy of needs, 366-367, 373 
high-tech sector, 193, 316, 319 
hiring, 258, 398-405, 437 
costs of, 400 
hiring services, 178 
Hispanics, 406, 407 
historical revenue, 570 
historical sales, 571 
home offices, 324 
home shopping networks, 510 
horizontal mergers, 650, 651, 655 
hostile takeovers, 655-656 
hotelling (just-in-time office), 324 
hotels, 416 

housing market, 82, 89 
human resource managers, 398-399 
human resource planning, 398-405 
human resources, 7, 174, 203, 209- 
211, 315-316, 321 
forecasting staffing needs, 398, 404 
human resource managers, 398-399 
human resource planning, 398-405 
job analysis, 398, 404 
production efficiency and, 339-340 
recruiting, 398-405 
Hurricane Andrew, 89 
hygiene factors, 368 


importing, 115-117, 123 

exchange rates and, 135-136 
incentive plans, 375, 376 
incentives, 122, 250, 375, 376 
income brackets, 456, 457-458 
income statements, 575, 576, 577 
indentures, 604 
independent auditors, 572 
India, 83 

individual branding, 470 
Indonesia, 83 

industrial firms, 318, 600. See also 
manufacturing firms 
industrialized countries, 254 
industrial markets, 456 
industrial production index, 77 
industrial unions, 435 
industry advertising, 529 
industry environment, 19, 208, 209, 
218 

industry outlook, 600 
industry regulations, 200 
inflation, 78-80, 91, 92, 95 
cost-push, 78 
demand-pull, 79 
government influence on, 94 
interest rates and, 638, 639 
rate of, 78 
sensitivity to, 79 
infomercials, 531 

informal organizational structure, 293, 
296-297 

information, flow of, 302, 340 


information systems, 20-21, 22, 23 
information technology (IT), 7-9, 281, 
316, 478-479 
infrastructure, 110-111 
initial outlays. See outlays 
initial public offerings (IPOs), 609-611, 

613 

initiative, 194-195, 250-251 
injunctions, 439 

innovation, 295-296, 406-407, 464- 
468 

institutional advertising, 529 
institutional investors, 51 
insurance, 219, 221, 328 
dental, 411 
health, 222, 411-413 
life, 221, 222, 411 

insurance companies, 606-607, 609, 

614 

insurance industry, 89, 200 
integration, 330 

of production tasks, 343-345 
intelligence agencies, 47 
intensive distribution, 499 
interest, 14-15 

interest expenses, 213, 214, 322, 582 
interest payments 

financing and, 599, 605, 606, 612, 
617-620, 623-624 
times interest earned ratios and, 
582-583 

interest rates, 80-82, 92, 93, 94, 95, 

132 

capital structure and, 618 
determination of, 634-639 
effect on expenses and profit, 81 
effect on investment decisions, 642- 
643 

effect on revenue, 82 
equilibrium, 635-636, 637, 638, 639 
factors affecting, 637-639 
financing and, 599, 601-603, 604, 
621 

impact on expenses, 80-82, 91, 92, 
94 

impact on target markets, 458 
sensitivity to, 82 
interlocking directorates, 42 
intermediaries, 493, 494, 496, 497 
retailers, 504, 508-513, 514, 515, 
545 

wholesalers, 495, 504, 511-513, 545 
internal auditors, 282, 287, 571 
internal control process, 282, 283, 287- 
288 

internal control reports, 574 
Internal Revenue Service (IRS), 5, 160, 
172, 568, 570 

international business, 107-140 
barriers to, 121-124 
conducting, 115-121 
motivations for, 113-115 
small firms and, 131 
teamwork and, 132 


international licensing agreements, 120 
International Standards Organization 
(ISO), 335 

international trade, 502 
international trade policy, 123-124 
international trade regulations, 209 
international unions, 435 
Internet, 7-9, 379. See also e-business 
(electronic business); e-com¬ 
merce (electronic commerce) 
business ownership resources on the, 
170 

credit terms and the, 481 
distribution channels and the, 497- 
498, 504-505, 514 
e-marketing, 459-460, 462-463, 
510, 530, 531-533, 547 
e-risk and the, 222-223 
foreign operations and the, 291 
global business and the, 117-118 
human resource planning and the, 
399 

improving efficiency through the, 

340 

Internet-based order systems, 326 
inventory control through the, 329 
licensing and the, 120 
new business resources on the, 193 
pricing and the, 479 
production schedules and the, 330- 
331 

regulations on the, 200 
used to create a competitive advan¬ 
tage, 204-206 

used to monitor consumer behavior, 
465 

Internet firms, 316 
interpersonal skills, 260 
interruptions, minimizing, 263-265 
interview process, 401-402 
intrapreneurship, 293, 295-296 
inventories, 507, 511, 577, 580 
inventory control, 325, 328-329 
inventory levels, 91 
inventory management, 657, 659 
inventory turnover, 581, 585 
investment, 599 

investment banks, 611, 613-614, 654 
investments, 11-14, 165, 642-680 
allocation of, 644 
decisions about, 642-680 
global, 648 

interest rates and, 642-643 
return on, 648 
short-term, 657-661 
investors, 11-14, 50, 128, 193. See also 
stockholders 

business ownership and, 162, 165- 
166, 167 
control by, 255 
institutional, 51 
reporting to, 568-570 
IOUs. See long-term debt securities 
(IOUs) 
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Iraq, war in, 130 
ISO 14000, 335 
ISO 9000, 335 

J 

job analysis, 398, 404 
job applicants, 399-405 

personality traits of, 401-402 
screening, 401-403 
job assignments, 250, 277, 292 

distribution of authority and, 288- 
293 

job descriptions, 369, 398, 399, 422 
job enlargement, 379 
job enrichment programs, 374-375 
job fairs, 400 

job interviews. See interview process 
job responsibilities, 422. See also job 
descriptions 
job rotation, 379 

job satisfaction, 47-48, 209, 365, 367- 
368, 369 

comparison of methods used to 
enhance, 384 

firms that achieve high, 384 
increasing, 372-373, 374-377 
lack of, 371, 372 
studies of, 367-368 
job security, 374, 375, 378, 435, 436, 
437 

job sharing, 379 
job specifications, 398 
joint ventures, 120 
just-in-time (JIT) systems, 328 
just-in-time office (hotelling), 324 

K 

kickbacks, 47 

knowledge-based economy 281 

L 

labor. See also labor costs; labor laws; 
unions 

labor conditions, 195, 200, 201 
skilled, 316, 321 
supply of, 319 
unskilled, 316 
labor costs 

business environment and, 111-113, 
115, 118-120, 122, 132 
production and, 318, 319 
labor laws, 123, 134 
labor-management relations, 436-440, 
653 

Labor Management Reporting and Dis¬ 
closure Act, 436 
labor standards, 59 
labor unions, 200, 435-440 


land, 6-7 

land costs. 111, 115, 118, 132 
land pollution, 54-55 
Landrum-Griffin Act, 436 
land use, 200 

language barriers, 291, 460 
lawsuits, 61, 133-134 
evaluations and, 422 
by fired employees, 423-424 
liability, 163, 336-338 
quality control and, 336-337 
layoffs, 46, 75, 398 
layout, 322-325 
leadership styles, 251-253 
global business and, 254 
leading, 244, 250-253, 257 
leasing. See renting 
legal issues, 193, 283, 336-338 
lenders, 193 

leveraged buyouts (LBOs), 656 
liabilities, 575, 576-577 
current, 580 
long-term, 578 
short-term, 657 
liability, 159, 161, 163, 170 
e-risk and, 222 
limited, 163, 164, 166 
quality control and, 336-337 
unlimited, 161, 162, 163 
licenses, 160 
life insurance, 221, 411 
limited liability, 163, 164, 166 
limited liability companies (LLCs), 163 
limited partnerships, 162, 171 
line organizations, 280 
line positions, 278, 279-280 
lines of credit, 603, 658 
link exchanges, 532 
liquidation, private, 622, 623 
liquidation process, 622 
liquidation value, 622, 623 
liquidity, 570, 580-582, 585, 657- 
658 

liquidity management, 657-658 
loanable funds, 92, 93 

demand for, 634-637, 638 
supply of, 634-637, 638-639 
loan payments, 600 
loan rates, 601 

loans, 14-15, 80-82, 132, 193, 212- 
213, 600-604. See also debt; 
interest rates 
collateral and, 600-601 
defaulting on, 601 
fixed-rate, 601-603 
floating-rate, 601-603 
interest rates and, 600 
long-term, 578 
maturity of, 600 
micro-business, 213 
microloan programs, 604 
short-term, 657 
term, 603 
local unions, 435 


locations, 318-322 

as a competitive advantage, 320 
lockouts, 439 

long-term debt securities (IOUs), 604- 
605, 606 

losses, 161, 162, 163 
loyalty, 368 
luxury products, 199 

M 

machinery, 174, 212, 316, 317, 322, 644 
quality control and, 336 
safety and, 417 
unions and, 437 
magazines, 530, 539, 546 
mail-order, 415, 493, 510 
mainframe systems, 330-331 
Malcolm Baldrige National Quality 
Awards, 338 
malls, 509 

management, 20, 21, 22, 217, 218, 254. 
See also management by objec¬ 
tives (MBO); management func¬ 
tions; management plans; 
open-book management 
employee influence upon, 251 
integration after mergers, 654-655 
layers of, 242-243, 277, 292 
levels of, 242-243 
middle, 242-243 
participative, 379-381 
relations with labor, 436-440 
rights, 436, 437 
styles, 177 

supervisory (first-line), 242-243 
top (high-level), 242-243 
management by objectives (MBO), 380, 
381 

management functions, 256, 257 
use of software to improve, 258 
use of technology to improve, 257- 
258 

management plans, 208, 209-211, 
216-217 

managerial accounting, 570, 571 
managerial enterprise, 651-652 
managerial skills, 259-262 
managers, 15-17, 95, 132, 167-168, 

210, 278. See also management; 
supervisors 
conglomerate, 651 
diversity among, 407 
downsizing and, 291-292 
employee evaluation of, 424 
financial, 62, 95, 467, 507, 570, 580, 
621, 646 
financing, 548 
functions of, 244-259 
human resource managers, 398-399 
leadership and, 250 
marketing, 62, 95, 467, 507, 548, 

570, 621, 646 
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mergers and, 651-652 
middle, 259, 288, 413 
multinational corporations and, 252 
perceptions of employees, 369 
production, 62, 95, 132, 467, 507, 
548, 570, 621, 646 
project, 295 
responsibilities of, 277 
supervisory (first-line), 260, 261, 
288, 413 

top (high-level), 247, 252-253, 255, 
259, 261, 282, 284, 288, 290, 

296, 376, 409, 410-411, 413, 

571 

training, 417 

manufacturer's discounts, 539 
manufacturing, 112, 118, 119-120, 200 
manufacturing arrangements, 176, 

177 

manufacturing firms, 317, 318, 339, 

600 

channels of distribution and, 493- 
496 

credit terms and, 480 
current ratios and, 580-581 
research and development (R&D) 
and, 463-464 

vertical channel integration and, 
513-514 

wholesalers and, 511-512 
Marcus, Beth, 192 
marketable securities, 577, 580, 581 
market conditions, assessing, 195-202, 
217 

market coverage, 499-501 
marketing, 132, 174, 300, 329, 495, 

512. See also promotion (of 
products) 

business decisions and, 20, 21,23 
competition and, 461 
economic conditions and, 62, 95 
e-marketing, 206, 459-460, 462- 
463, 506-507, 510 
as an investment, 547 
new products, 465, 466-467 
planning and, 211-213, 217-218 
product differentiation and, 468- 
472 

product life cycle and, 454-455 
research, 461-463, 461-463, 500, 
545-546 
samples, 463 
small businesses and, 546 
social values and, 458 
total quality management (TQM) 
and, 334 

marketing expenses, 206, 214 
marketing intermediaries. See inter¬ 
mediaries 

marketing managers, 62, 95, 467, 507, 
548, 570, 621, 646 
marketing plans, 208, 211-212 
marketing research, 461-463, 545-546 
market coverage and, 500 


marketing surveys, 461 
market interest rates, 80-82 
market prices 

effect of demand and supply on, 83- 
90 

factors influencing, 88-89 
markets 

consumer, 456 

foreign, 108-110, 116-118, 128- 
130, 459, 460, 471, 543, 643 
identifying target, 456-460 
industrial, 456 
market segments, 197-200 
market share, 197, 202, 203, 254, 342- 
343, 600 

defending, 474-475, 547 
maintaining during product life 
cycle, 455, 546 
promotion and, 528, 529 
markups, 494 

Maslow, Abraham, 366-367 
Maslow's hierarchy of needs, 366-367, 
368, 373 

materials, 16, 17, 83, 212, 316-317, 

330 

cost of, 78, 576 
purchasing, 325-328 
materials inventories, 328 
materials requirements planning (MRP), 
328 

matrix organization, 293-295 
McGregor, Douglas, 368-369 
McGregor's Theory X and Theory Y, 
368-369, 373 

media. See advertising; public relations 
mediation, 46 
mediators, 46 
meetings, 264 

board meetings, 282 
merchants, 494 
mergers, 608, 650-657 
conglomerate, 650 
feasibility of, 652-654 
financing, 654 
horizontal, 650, 651, 655 
integration, 654-655 
merger analysis, 652-654 
motives for, 650-652 
postmerger evaluation of, 655 
procedures of, 654-655 
targets of, 651-652, 654 
tax benefits of, 652 
tender offers, 654 
vertical, 650, 651 
merit system, 375 
micro-business loans, 213 
microloan programs, 604 
minorities, 44, 45, 405, 406, 407 
mission statement, 244 
Monaghan, Tom, 192 
monetary policy, 90-92, 94 
interest rates and, 637, 639 
restrictive, 94, 95 
stimulative, 95 


money, time value of, 671, 675 
money supply, 90-92, 637 
monitoring, 253, 282, 283 
monopoly, 41 
motivation, 250, 364-386 

across business functions, 378 
of disgruntled employees, 374 
guidelines for, 372-373 
increasing, 374-377 
profit sharing and, 411 
stock options and, 410 
theories on, 365-373 
through promotions, 400 
through rewards, 369-370 
motivational factors, 368 
multinational corporations, 108, 130- 
131, 252, 291 

departmentalization and, 301 
foreign production and, 321 
organizational structure of, 301 
mutual funds, 607 

N 

name recognition, 177 
National Labor Relations Act, 435 
national origin, 45, 405 
national unions, 435 
Native Americans, 406, 407 
natural resources, 6-7 
negative reinforcement, 372 
negotiation, 258 

net income (earnings after taxes), 576, 
583 

net present value, 646-647, 654, 671- 
675 

net profit margin, 583 
net sales, 576 

new businesses, 195-225, 600, 603- 
604 

new housing starts, 77 
newspapers, 530, 539, 543 
news releases, 542, 543 
NFIB Research Foundation polls 
on competition, 198 
on competitive advantages, 204, 475 
on employee injury costs, 222 
on exchange rates, 138 
on extending credit, 659 
on financial reporting, 569 
on financing, 612 
on international business, 110-111 
on investments, 644, 647 
on leasing, 616 
on liability lawsuits, 337 
on location, 320 
on owners, 12-13, 20 
on product choices, 451 
on recruiting, 403 
on regulatory climate, 201 
on small business concerns, 218 
on target markets, 456 
on unethical activities, 41 
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nominating committees, 286 
nonprofit organizations, 5-6 
nonstores, 508, 509-510 
nonverbal communication, 126 
Norris-LaGuardia Act, 435 
North Africa, 83 

North American Free Trade Agreement 
(NAFTA), 116, 121 
notes payable, 577, 578 

o 

obsolescence, 460-461, 644 
occupational licenses, 160 
officers, 165 

offices, 317, 322. See also sites 

oil industry, 200, 502 

oil prices, 78-79, 91 

oil refineries, 55 

oil spills, 54 

Omidyar, Pierre, 8 

one-level channels of distribution, 495 
online banking, 222 
open-book management, 382 
operating expenses, 78, 201, 213-214, 
261, 316, 321, 322, 576 
job enlargement and, 379 
operational plans, 246-247, 248 
operations management, 315. See also 
production management 
redesign of, 343 
operations plans, 209 
order costs, 328 
ordering, 326 
order taking, 330 
organizational chart, 278 
organizational height, 278, 279, 291 
organizational structure, 209, 250, 277- 
303 

foreign operations and, 291 
informal, 293, 296-297 
information technology and, 281 
mergers and, 654-655 
purpose and types of, 277-281 
redesign of, 343 
revising, 623 

organizing, 244, 248-250, 257 
outdoor ads, 530, 533 
outlays, 642, 646-647, 648, 654, 671, 
674 

outlets, 508, 509, 513, 514 
outsourcing, 115, 119-120, 326-327, 
403 

over-the-counter (OTC) markets, 611 
overtime, 329, 398 
owners, 11-14, 16, 17, 210. See also 
stockholders 

owner's equity, 575, 577, 578, 582, 584 
ownership, 159-180 
acquiring, 175-178 
assuming ownership of a family 
business, 175 
of foreign businesses, 180 


forms of, 159-180 
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transfer of, 167 
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part-time employment, 379, 398 
patents, 464, 465 
payoffs, 47, 59 
pay per click, 532 
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pension programs, 411 
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commissions and, 411 
direct measures of, 419 
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environmental responsibility and, 
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executive compensation and, 51-52 
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government influence on, 94 
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managerial enterprise and, 651-652 
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open-book management and, 382- 
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raises and, 375 
rewarding, 371-372 
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placement centers, 401 
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prestige pricing, 475 
price advantages, 203, 209 
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price levels, 91 
price per unit, 213 
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defensive, 474-475 
discounting, 479, 480 
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penetration, 474-475 
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efficiency, 338-345 
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volume of, 329, 340-343, 473 
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product mixes, 450-453, 455, 458, 459, 
475 

products, 21, 450-481 

consumer awareness of, 545 
convenience, 450 
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maturity phase of, 454-455, 529, 
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promotion budgets for, 546-547 
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successful, 463 
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profits, 49, 126, 132, 213, 583 
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pricing and, 476-478 
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feasibility of, 645, 646-647, 649 
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protesters, 123-124, 130-131 
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perceived, 199, 204, 474 
quality control, 315, 325, 333-338 
correcting deficiencies, 336-338 
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quality control circle, 336 
quality standards, 333-338 
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race, 44, 405 
radio, 530 

railroad industry, 42, 501 
raises, 45, 375 

open-book management and, 383 
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industry norms and, 584 
limitations of, 587 
sources of information for, 588 
reassignment, 378 
rebates, 538, 539, 544 
recessions, 74-75, 76 
global business and, 83 
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recruiting, 398-405 
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software packages for, 401 
recycling, 54 
reengineering, 343 
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referrals, 211, 469 
regional offices, 300 
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reinforcement theory, 371-372, 373 
religion, 45, 405 
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renting, 212, 317-319, 321-322, 571, 
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repeat business, 211, 469 
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reputation, 471, 542-544, 653 
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resources, 6-11, 17, 21, 207, 318 
allocation of, 261, 315 
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to employees, 43-48 
employees' need for, 372, 379 
to the environment, 54-56, 59, 60 
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matrix organization and, 294-295 
to stockholders, 49-52, 53, 59 
restaurants, 205 

restructuring, 343, 650-657, 654-655 
resumes, 401 

retailers, 504, 508-511, 515. See also 
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pull strategy and, 545 
push strategy and, 545 
vertical channel integration and, 514 
wholesalers and, 511, 512-513 
retail stores, 205, 210, 415, 495. See also 
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chains, 509 
chains of, 508 
credit terms and, 480-481 
full-service, 508, 509 
independent, 508 
versus nonstores, 508, 509-510 
personal selling and, 535 
prestige and, 509 
self-service, 508, 509 
specialty, 509 
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retirement, 398 

return on assets (ROA), 583-584 
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returns (on investments), 165, 172- 
173, 568, 675 

revenue, 4, 49, 132, 173-174, 213, 261, 
476-478 
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effect of interest rates on, 82 
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projections of future, 600 
rewards, 369-370, 376, 377 
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reinforcement theory and, 371-372 
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risk management, 219-225 
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routing, 325, 330 
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safety, 200, 417 
safety needs, 366 

salaries, 408. See also compensation 
salary surveys, 408 
sales, 535-538, 581-582, 583 
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industrial, 535, 536 
net, 576, 582, 583 
retail, 535 
sales expertise, 511 
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sales objectives, 411 

salespeople, 38-40, 376, 380, 413, 495, 
535-538 

sales practices, 38-40 
sales presentations, 535, 537 
sales pricing, 479, 480, 481 
sales promotions, 528, 538-541, 544 
sales representative, 535-538 
sales volume, 176, 197, 213, 376, 380 
salvage value, 674, 675 
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Sarbanes-Oxley Act (2002), 50, 255- 
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savings behavior, 638-639 
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production, 330-333 
work, 374, 375, 378-379 
scheduling, 263, 325, 330-333 
S-corporation, 163 
screening process, 401-403, 404 
search engines, 206, 532 
seasonal demand, 329 
seasonal workers, 398 
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secured bonds, 604 
securities, 611. See also bonds; stocks 
distribution of, 614 
issuing, 613-614 
long-term debt, 604-605, 606 
marketable, 577, 580, 581 
origination of, 613 
registering, 614 
securities trading, 222 
short-term, 657, 658 
short-term debt, 605-606 
underwriting of, 613-614 
Securities and Exchange Commission 
(SEC), 573, 609, 614 
segments, 197-200, 202 
global business and, 199 
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September 11, 2001, 93, 248, 542 
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service-oriented firms, 316, 317, 339, 
344, 469, 600 
services, 127, 469, 540 
settlements, 61 
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sexual harassment, 43, 45, 405, 417 
shareholder activism, 51, 294 
shareholders. See stockholders 
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Sherman Antitrust Act (1890), 42 
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shopping malls, 509 
shopping products, 450 
shortages, 85, 86, 174, 329, 548, 581, 
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short-term obligations, 580 
shutdowns, 439 
signs, 533 

site evaluation matrix, 322 
sites, 315, 316 

characteristics of, 322 
selecting and evaluating, 318-322 
skilled labor, 316, 321 
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bargaining power and, 439 
conceptual, 259 
decision-making, 261-262, 416 
developing, 415-418 
flexible, 323 
human relations, 417 
interpersonal skills, 260 
labor supply and, 408 
managerial, 259-262 
safety, 417 

technical, 260-261, 415-416 
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slack time, 333 
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funding by, 213 
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credit and, 659 
exchange rates and, 138 
financial reporting and, 569 
financing and, 612, 620 
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impact of regulations on, 201 
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marketing and, 546 
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socialism, 127-129 
socializing, 263-264 
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surveys, 336, 461, 462-463, 465 
SWOT analysis, 206 

T 

tactical plans, 245-246, 248 
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